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TAX DEPRECIATION ALLOWANCES ON CAPITAL 
EQUIPMENT 


FRIDAY, JULY 24, 1959 


U.S. Senate, 
SELECT COMMITTEE ON SMALL BUSINESS, 
SUBCOMMITTEE ON GOVERNMENT PROCUREMENT AND 
SUBCOMMITTEE ON TAXATION, 


Washington, D.C. 


The subcommittees met, pursuant to call, at 10 a.m., in room 457 
Senate Office Building, Senator George A. Smathers (chairman of 
the Subcommittee on Government Procurement) presiding. 

Present: Senators Smathers, Bible (chairman of the Subcommittee 
on Taxation), Morse, Engle, and Moss. 

Also present: Walter 3. Stults, staff director; Wiley S. Messick, 
counsel; William T. McInarnay, counsel; William Saltonstall, legis- 
lative assistant to Senator Saltonstall; and Roy Millenson, legislative 
assistant to Senator Javits. 

Senator Smaruers. Gentlemen, the meeting will come to order. 

Preliminarily, I would like to say we are here this morning to 
receive the views of tax experts and businessmen concerning the treat- 
ment of depreciation for tax purposes and the economic effects of 
current depreciation allowances on small buiness. 

From time to time we have heard severe criticism of Treasury’s 
longstanding “useful life” concept of depreciation. The criticism 
has been directed toward both the “useful life” theory and the esti- 
mates of useful life published by the Treasury in Bulletin F. 

Today we expect to hear accounts of the practical problems faced 
by businessmen who must replace outdated premarin facilities with 
new, technologically advanced, and usually much more expensive 
equipment. We also expect to receive recommendations for new de- 
preciation policies to help solve those problems. 

With this brief outline of the purposes of the hearing, we shall 
begin hearing the witnesses. 

Our first witness is Mr. Maurice E. Peloubet, a certified public 
— with the firm of Pogson, Peloubet & Co., in New York 

ity. 

Is that the way you say that? 

Mr. Petouser. “Pel-o-bay.” 

Senator Smatuers. French ? 

Mr. Pecouser. That is right, sir. 

Senator SmarHers. Without objection, we will make a letter ad- 
dressed to me by Congressman A. Sydney Herlong, Jr., of Florida, a 


_ part of the record at this point. 


1 
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(The letter referred to is as follows :) 


Hovusk OF REPRESENTATIVES, 
Washington, D.C., July 23, 1959, 
Hon. Greorce A. SMATHERS, 
Chairman, Subcommittee on Government Procurement, 
Select Committee on Small Business, 
U.S. Senate, Washington, D.C. 

DEAR SENATOR SMATHERS: It has just recently been brought to my attention 
that you and Senator Alan Bible, chairman of the committee’s Subcommittee on 
Taxation, have scheduled hearings for July 24 to receive testimony concerning 
depreciation allowances on capital equipment. 

I commend you for focusing attention on this problem area long troublesome 
to small business. The present depreciation schedules have, in my judgment, 
prohibited many small businesses from modernizing their plant equipment so as 
to keep abreast of the most profitable production techniques. 

I commend to your attention a bill which I have introduced, H.R. 3000, and 
more particularly the provisions relating to depreciation contained therein, and 
I believe that an analysis and study of this proposed legislation will prove of 
material assistance to you in your study of this difficult question. 

Most sincerely, 
A. SyDNEY HERLONG, Jr, 


Senator Smaruers. Mr. Peloubet, proceed, sir. 
Mr. Pevovuset. Yes, sir. 


STATEMENT OF MAURICE E. PELOUBET, CERTIFIED PUBLIC 
ACCOUNTANT, POGSON, PELOUBET & CO., NEW YORK CITY 


Mr. Pe.touset. As I understand it, the purpose of this committee 
is basically to further the interests of the smaller business in every 
proper way, and what you have asked me to do is to show whether this 
can be done, how it can be done by a reform in depreciation methods, 
depreciation rates,-and the administration, as these apply to the 
calculation of taxable income. 


Small business can be helped by depreciation reform, but the | 


best results and the greatest benefits will not come from attempts at 
reform intended to improve the condition of small business only. 

Small business does not operate in one section of the economy 
and big business in another. The two are intermingled and 
interdependent. 

Our economy is highly organized and delicately balanced. Any 
one unit has connections and relations with many others. Large 
manufacturing companies have hundreds or, perhaps, thousands of 


small suppliers. Other large corporations are dependent on thousands | 


or tens of thousands of small businesses as customers. 


The one thing that I do not think is generally recognized is that ’ 


large business depends on small business. A very good example of 
that is the tool industry. A tool and die shop will seldom have as 
many as 20 men in it, but the expertly made precision products of 
those shops are absolutely vital to the automotive industry, to the air- 
craft industry and many others. 


Any large electrical company will have hundreds of small suppliers 


of specialized parts and materials. 

Printing and lithography is an industry where there are no giant 
units; most of them are small. Yet the paper industry, which is com- 
posed almost entirely of large units, is dependent on the printing m- 
dustry for the sale of its product. 


* Retained in committee files. 
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Depreciation reform in small amounts and applying to small busi- 
ness only would be of little value, even to the smaller units, because 
the effect of insufficient recovery of machinery cost through deprecia- 
tion is felt by the smaller business, not only in its own inadequate 
depreciation, but in the decreased business received from the larger 
units. 

Thousand of taxpayers have had to cut down projected moderniza- 
tion programs, because they have been unable to lay aside sufficient re- 
serves for the replacement of obsolete plant and equipment. 

This was shown by a nationwide survey made this spring by Mc- 
Graw-Hill Publishing Co. In answer to a question whether manage- 
ment would accelerate their modernization programs, if depreciation 
allowances were liberalized, 45 percent of all companies participat- 
ing in the survey said they would spend more on new plants and 
equipment. 

This McGray-Hill survey, I think, is very significant. It ties in, 
in total figures, very well with Government statistics. It is about a 
year or 2 years ahead of most Government statistics, and I think it is 
completely reliable and objective. 

This survey showed out of a total of $300 billion of capital assets 
in this country, $95 billion, almost a third, were considered by their 
owners to be obsolete. 

Now, we all know that it is bud business, bad finance, to raise new 
money merely to maintain your property. The decline in the value 
and usefulness of a property investment should be provided for en- 
tirely out of income. 

It is just as true in business as it is in private life that the poor man, 
the man of small means, must be more prudent and sounder finan- 
cially than his wealthier neighbor. He cannot live beyond his means 
as far or as long, and he cannot borrow as much for imprudent or 
unnecessary purposes. 

It is the same in business. A small company finds it almost impos- 
sible to borrow when it needs funds to replace machinery and equip- 
ment it should have provided for out of income. 

The larger companies are often able to borrow for this purpose, 
even though it is improper and imprudent. They can also get along 
for a time by starving their stockholders from dividends. 

It is, of course, just as wrong, just as reckless for a large company 
to borrow new money for current replacements as it is for a small one, 
but they can put the evil day off a little longer. 

This capital erosion is particularly noticeable among small busi- 
nesses. In all cases, there 1s an ernsion of capital assets because of in- 
adequate depreciation allowances which, at the present time, merely 

rovide for the original purchase price of tools of production and 

0 not take into consideration the changes in value of the dollar. 

Senator Smatuers. Mr. Peloubet, let me e¢*op you right there. 

Mr. Pevouset. Yes. 

Senator Smaruers. You say this erosion of capital is particularly 
noticeable among small business. 

This is a Small Business Committee hearing, and I think your state- 
ment there reflects what is generally the feeling of most of people on 
this committee, which is that, while you at the outset say that one of 
them cannot be helped without the other, nonetheless, with this state- 
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ment, you confirm what we believe, and that is that small business, 
because of the lack of capital, actually suffers from this outmoded 
depreciation system even more than do large companies. 

Is that not a fact ? 

Mr. Petovusetr. That is a fact; that is a fact. 

Small business is practically defenseless. We have many small 
clients, we have many large clients, but every time you go to a small 
client and you say, “What are you going to do next year?” 

“Well, we wish we could buy a new printing press. We wish we 
could buy a new drill press. We wish we could buy this, that, or the 
other. We know that is better, but where is the money coming from ?” 
And you hear that all the time. It is quite true that it is much worse 
for the small business. 

Senator Smatuers. They have very difficult times, of course, even 
if they want to borrow money for the purpose of keeping up their 
i equipment; they ordinarily have a very difficult time doing 

rat, 

Mr. Petouset. They havea very difficult time. 

The banks—if you are going to borrow for new equipment you 
have got to repay over the life of the equipment, 10, 15 years, and 
banks do not like anything much more than 3 or 4 years. It is very 
difficult. 

Senator Smaruers. All right, sir, go ahead. 

Mr. Pe.ouser. Now, the annual difference between what is spent 
for plant and equipment and what should be spent for this purpose is 
calculated at between $4 billion and $6 billion. 

As pointed out above, we have $95 billion of obsolete equipment. 
In order to acquire the new equipment—we have covered this. 

Now, in addition to inflation and inadequate depreciation allow- 
ances, there is another reason for the increasingly rapid and dan- 
gerous growth of obsolescence. It is being speeded up by research. 
In itself, that is good, but when technological advance becomes more 
rapid—this is out of the Journal of Commerce in New York: 

There is more and more reason to leave depreciation rates to the discretion 
of management rather than to have the Government dictate what they should 
be through the tax laws. 

I think you are going to hear more about that from another wit- 
ness in a growth industry. 

A typical example is the impact on the textile industry. The tex- 
tile industry is predominantly small industry. No textile company 
has more than 4 percent of the total volume. 

Richard B. Barker, counsel of the American Cotton Manufacturers 
Association, points out that investments in the textile machinery have 
been reduced more than 50 percent since 1947. 

Mr. Barker said in a recent speech : 

One of the reasons that many mills continue to operate old and high-cost ma- 


chinery, is the absence of realistic depreciation allowances. Present inadequate 
depreciation rates— 


Mr. Barker said— 


are a hidden tax which is partly responsible for the loss of 326,000 jobs in tex- 
tiles in the last 11 years. 
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These figures were documented at a hearing before a subcommittee 
of the Committee on Interstate and Foreign Commerce, which, I be- 
lieve, is known as the Pastore committee. _ 

Senator Smaruers. At that time, however, their big complaint was 
the competition of Japanese imported textiles. 

Mr. Pretouser. Well, now, that is another point. I was going to 
cover that later, but as you have brought it up, I will cover foreign 
competition here. ' 

We have foreign competition where the foreign countries have, to 
a large extent, been aided by this country to get new, up-to-date, effi- 
cient machinery, and it is true in the textile business, true in steel, 
true in the brass business where the new and efiicient machinery pro- 
vided by this country is competing with us now, and if we had ade- 

uate depreciation we would have the new machinery. I think that 
) oe two complaints are very closely related. 

Now, people in industry and the technical experts are not the only 
ones worried about this. It has received a great deal of attention in 
the universities, Fordham, University of Michigan, Harvard, and 
Yale. 

Hans Jenny, associate professor of economics at Yale, says: 


Why wait until the Federal budget is balanced or shows a surplus before 
acknowledged inequities and blocks to incentives are reduced? Experience shows 
that tax reforms, even tax cuts, tend to bring about increased revenues once 
their income-encouraging effects have had time to materialize. The unbusi- 
nesslike rules governing depreciation and replacement, for example, contribute 
to a slower than necessary technological development as well as to inflation. 


Prof. William A. Paton, of the University of Michigan says: 


We are absolutely dependent on our technological package, and I think we 
everlastingly need to keep it in mind. Even if we all believed in socialism, and 
assuming that we wanted to maintain somewhere near the standards of living 
we have now, we still would find it necessary to lay great emphasis on capital 
replacement and expansion. 


As I view the statistics the flow of new commonstock funds in this country 
has been just a trickle compared with what it should be and I am willing to in- 
clude retained earnings when I say that, particularly in view of the fact that 
retained earnings are grossly overstated because of the inadequacy of the depre- 


ciation allowances. 

Henry C. Wallich, who was Secretary Anderson’s economic adviser, 
and is now on the Council of Economic Advisers, and who had a re- 
markable experience and knowledge of the rehabilitation of Western 
Germany, says: 


Increasing savings could best be accomplished by increasing the incentive for 
corporate investment, specifically through a liberalization of depreciation laws. 

Another nonindustrialist who spoke several times on this subject is 
Carrol M. Shanks, the president of the Prudential Insurance Co. 
He said: 


Present depreciation allowances provide no real incentive to modernization 
of capital plant and equipment. Because of the long period over which depreci- 
ation must be spread, there is no disadvantage taxwise in retaining outmoded and 
inefficient equipment. 

There is a very significant statement. Put another way, you can 
say there is no tax advantage in getting rid of obsolete equipment. 

Senator Smaruers. Let me ask you a question right there. 

Mr. Petouset. Yes, sir. 


44586—59 2 
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Senator Smatuers. These statements were made, I presume, since 
the passage of the 1954 Internal Revenue Code, the amendments to 
the code in 1954? 

Mr. Peover. That is correct; yes. 

Senator Smatrners. Of course, you are, and I am sure everybody js 
aware of the changes in depreciation that were provided for in that 
code, in that amendment, 1954 amendments. 

Mr. Pevovsert. Yes. 

Senator Smatrners. Do you not feel that those 1954 amendments, 
however, were in the right direction and did, in fact, improve the 
depreciation position of most businesses ? 

Mr. Petovuser. Oh, yes; they were a definite step—I don’t think 
they were adequate, but I think they were a definite step in the right 
direction. They have helped a great deal. * 

As I say, I don’t think they are enough, but I think they have 
contributed a part of the reform that we need in rates. They have 
not, of course, done anything on basis, but on rates I think they were 
a very important change and a very important reform, and I think 
all that we are advocating is that it go on in the way it was started. 

Senator Smatuers. Are you advocating additional depreciation 
rates with respect to percentage rates, or are you advocating shorter 
periods of time, or are you advocating both ? 

Mr. Petouser. Well, the two are somewhat the same. I think it is 
easily, more easily expressed in rates. I think we should have higher 
optional rates somewhat possibly on the system which has worked well 
in Canada. 

Senator Smatuers. What is the Canadian system ? 

Mr. Pevovpet. Well, the Canadian system is that, instead of a 
very fine division of depreciable property like we had in the old 
Bulletin F, they have a few broad classes, and they have optional 
rates in those classes; and all the taxpayer has to do is to decide on his 
rate, stick to it consistently, and that rate is permitted, and in gen- 
eral those rates are, I would say, about twice as large as ours. I can 
give you 

Senator Smatuers. Do you have that at hand ? 

Mr. Pevovuset. I have that in an appendix. I can give you the 
rates ina moment, if you want them. 

For instance, well, they have a number of specific classifications, and 
then they have sort of a catchall classification which would include 
almost all manufacturing machinery and equipment. You can take 
any rates you want up to 20 percent. Now, that is about double, more 
than double what we allow. 

Steamships, for instance: where we have very low rates, they allow 
15 percent ; we allow 2.5 to 4 percent. 

Natural resource equipment 

Senator Smatuers. Go right ahead, sir. 

Mr. Pevovner (continuing). They allow up to 30 percent; our rates 
are about a third of that. 

But the general idea of the Canadian system is these very liberal 
optional rates, and my Canadian friends tell me both in the Canadian 








Government and in business, that it has worked so satisfactorily that | 


they just don’t think about it now. It has just worked into the sys 
tem and they say it won’t be changed, and it is perfectly satisfactory. 
But that is the rate side of it. 
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Senator Smatuers. Is there any country in the world that has a 
more restrictive depreciation policy than the United States with re- 
spect to this depreciation on machinery ¢ ; 

Mr. Petouset. I made quite a research into it, and I have never 
found one. We are without a doubt the most backward country in 
that respect. ; 

Senator Smaruers. Here we are supposed to be keeping up with 
the commercial development with all the other countries of the world, 
and you say our policy is the most restrictive. 

Mr. Petouzer. There is no question about it. I have an appen- 
dix to this statement which gives all the methods in all the representa- 
tive industrial countries. AJ] you have to do is look through that and 
see that that is a correct statement. 

Senator SmaruHers. Go ahead. 

Mr. Pevouser. Yes. 

Well, now, many people have been concerned about this and talked 
about this. I think one of the most significant was last September 
when Vice President Nixon, at the Harvard Business School, said: 

In this day of rapid technological change, we need more liberal treatment of 


depreciation for business taxation purposes. Only in this way can we stimulate 
the taking of risks by investing in new plants and equipment. 


He said: 


If we wait for needed tax reform until we believe we can afford a tax cut, 
our economy will have been denied vitally needed stimuli to growth. 

And there have been many statements like that. 

One academic man, the Rev. William T. Hogan, S.J., economics 
professor at Fordham University, had this to say : , 

The application of 5-year amortization is not a solution but a palliative since 
(1) it was applied only to those facilities deemed necessary for defense; (2) it 
permitted the company involved to recover its original investment in 5 years and 


thus minimize the effect of inflation. However, it does not solve the 
problem * * * 


Father Hogan has been very active in this work. He is a very 
well-known economist. He specialized in the steel industry, and he 
testified in January 1958 before the Ways and Means Committee, and 
is, | believe, invited as a witness in the November hearings. 


A. V. Bodine, president of the National Machine Tool Builders 
Association, says: 


The sharp decline in capital investments during the last 2 years is largely 
caused by restrictive depreciation policies that discourage investment in capital 


assets. 

The Lithographers National Association, which is primarily small 
business, points out that its membership, consisting of small plants 
with an average work force of 26, has been seriously affected by the 
high cost of replacing obsolete equipment. A press that cost $31,400 
in 1935, would cost $128,000 to replace today. 

Since the total amount of depreciation set aside is inadequate, 
the average employer has had to borrow money merely to replace old 
equipment; and I know that is true because we have a number of 
chents in the printing business. 

Now, one thing that always comes up on this is, this is a meritorious 
point, it is equitable, it is fair; but how much revenue is it going to 
take away ? 
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Senator Smatruers. How much what? 
Mr. Petovsetr.. How much revenue is it going to take away if we 
have reform ? . . 
Well, now, we have devoted quite a little study to this. I don't 
think our studies are quite completed, but I think they have gone far 
enough to be able to say that proper depreciation reform will not 
reduce the revenue at all, because 1f you have a method of depreci- 
ation reform whereby it is required to spend the additional depreci- 
ation on new equipment, the amount of tax generated by the expendi- 
ture of the money will equal, or perhaps more than equal, the amount 
of tax lost by the additional allowance, and then we think that, if 


eee a machine, you aren’t just buying a piece of steel; you are | 
uying labor, you are buying materials, you are buying a profit. | 


Every one of those things generates a tax. 

I think, as a minimum immediate tax generation, for every hun- 
dred dollars spent on machinery, there is at least $26 of tax generated, 

Therefore, if, by the allowance of an additional hundred dollars 
depreciation you can require people to purchase, say, $200 of ma- 
chinery, there is no tax loss whatever. You have taken it out of this 
pocket and put it into this one. So that, I think, really, depreciation 
reform is one of the few self-liquidating tax reforms. 

I believe most of the people who are interested in depreciation 
reform would not advocate it if they thought it was going to havea 
seriously unbalancing budget effect, because if every allowance you 
made was a dead loss, why, of course, you couldn’t advocate some- 
thing that would cost $4 billion to $6 billion a year. That would be 
just silly; no matter how meritorious it is, it is impossible. That 
isn’t true. There would be no revenue loss. 
sens I have an appendix in here which gives my calculations on 
that.” ; 

Now, there are two basic problems in this. One is rates, which I 
think we have already covered fairly fully. The other is the method, 
and particularly how and whether we should recognize inflation. 

On that I think there isn’t much doubt that theoretically the sound- 
est method of depreciation reform would be simply to recalculate 
the value of your property on current basis and write the depreciation 
off against that. 
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ell, now, if anybody wanted to put legislation through on that, it | 


certainly would be supported. But we believe that for various rea- 
sons in the Treasury, and all that, that is impractical. 

On the other hand, we do believe that inflation should be recog- 
nized, and there has been a method worked out which is called rein- 


vestment depreciation which is embodied in a bill that Representative | ; 
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Keogh introduced, H.R. 131, which many of us who have studied the | 


subject think is a fair compromise between what you might call all-out 
= acement depreciation and no recognition of inflation. 
his method provides for an additional allowance for depreciation 
when property is retired equal to the difference between the orig 
inal cost of the property and the current value of the property retired. 
The allowance is only to be made if an amount equal to the current 
value is reinvested in depreciable property. 


*See p. 21. 
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The additional allowance is deducted from the depreciation base. 
Now, what that means is that if you had property that cost you 
$100,000 10 years ago, the value of the dollar has gone down to 50 
percent, and if you spent $200,000 for depreciable prRpery now, you 
would be allowed the extra $100,000, and in the Keogh bill you could 
carry forward 2 years, because of course ; 
Senator Smatuers. It would be allowed as what, a deduction against 
xes ? 
Or. Petouser. As an additional depreciation in that year because 
you should have provided for it over the pre vious years; but, of course, 
you don’t, you couldn’t. But when you retire it, that is when you 
need the money to replace. 

Senator Smaruers. It would only be allowed in the event you re- 
placed, and it would have to be applied to the expense of buying the 
new machinery ? 

Mr. Pe.touser. That is right; yes. Unless you spent the money you 
would get no allowance, and I think that is the important thing 
about it, because it is a direct incentive to growth, to modernization, 
and it is not a means of liquidation or just getting the money and 
sitting on it. You have got to put it back into the income stream. 

That is why there would be no adverse revenue effect, because what 
you lose by the additional allowance you gain by the tax which is 
generated y the activity caused by buying the machinery. 

That is what they call reinvestment depreciation, and a good many 
people are and have been advocating that. 

We have sort of a catchall provision in there for small business, of 
an amount of $50,000 that could be taken as additional depreciation if 
the calculation on this basis came out less. 

Now, that amount might be too high, I don’t know. It may be too 
low, but that is put in simply to save trouble and recordkeeping for 
the smaller business. I think any bill like this should have some basic 
flatamounts. . 

Now, we think that bill will work. We think it isa practical method 
of recognizing inflation. It does not conflict with the Treasury ideas 
because you don’t get back more than 100 pee of what you spent, 
but you do get it back when you need it. It is a matter of financing, 
it isa matter of administration, not accounting. It gives the manu- 
a the businessman, the money when he has to put it into his 
plant. 

Senator Smarners. Have you discussed this.with the representa- 
tives of the Treasury Department ? 

Mr. Pecouser. Yes; we have. We haven’t had a formal report on 
it. It has been discussed informally with people in the Treasury, I 
would say, right from Secretary Anderson down. 

Senator Smaruers. What is their attitude about it? 

Mr. Pexouser. Their attitude is generally favorable. There has 
been some criticism of administration, and there has been discussion 
back and forth. But there has been no opposition, there has been no 
strong opposition at all. 

[think that once they are convinced, if they can be convinced, that 
there isn’t a serious adverse revenue effect, I think the reception would 





. 


| be favorable. 


| 


a) ‘ ° 
Senator Smaruers. They have not yet been convinced that there 
will be no great revenue loss, however 
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Mr. Prrouser. I would say they are not thoroughly convinced, 
Some are and some are not. We think we are going to be able to 
prove that to them. 

So, I think that pretty well sums it up, that we have the two prob. 
lems, the rates are insufticient, and there is no recognition of inflation, 

If either of those things were remedied it would be helpful, and we 
think the best thing for the economy would be to have proper rates 
and some recognition of inflation like the reinvestment depreciation, 

I think that is about it. 

Senator Smatuers. All right, sir; thank you very much. 


Any questions? Senator Morse, do you care to ask this witness any | 


questions ? 
Senator Morse. I do not; thank you, Mr. Chairman. 
Senator Smaruers. We will make Mr. Peloubet’s prepared state- 


ment a part of the record. 
(The prepared statement of Mr. Peloubet is as follows:) 


STATEMENT BY MAURICE E, PELOUBET 


My name is Maurice E. Peloubet. I am a certified public accountant anda | 
partner of Pogson, Peloubet & Co., 25 Broadway, New York City, a firm of 
certified public accountants. 

The purpose of this committee is, as I understand it, to further the interests 
of the smaller business units in all proper and practical ways. You have asked 


me to show whether this can be done, to some extent at least, by a reform in , 


depreciation methods, rates and administration as these apply to the calcula- 
tion of taxable income. 

Small business can be helped by such reforms but the best results and the 
greatest benefits will not come from attempts at reform intended to improve the | 
condition of small business only. 

Small business does not operate in one section of the economy and big busi- | 
ness in another. The two are intermingled and interdependent. 

Our economy is highly organized and delicately balanced. Any one unit has 
connections and relations with many others. Large manufacturing companies 
have hundreds or perhaps thousands of small suppliers. Other large corpora- 
tions are dependent on thousands or tens of thousands of small businesses as 

customers. 

The tool and die industry is a good example of the dependence of large busi- | 
ness on small. A tool and die shop will seldom have as many as 20 men in it | 
but their expertly made precision products are absolutely essential for the oper- 
ation of the automotive and aircraft industry as well as many others. 

All the large electrical manufacturing companies buy from hundreds of small 


suppliers of specialized parts and materials. 
Printing and lithography is an industry in which none of the units are among 


our giant corporations and the majority are quite small, yet the paper industry, | 


composed principally of large units, looks to the printing industry for a large 
part of its sales. 

Depreciation reform in small amounts and applying to small units only would 
be of little value, even to the smaller units, because the effect of insufficient 
recovery of machinery cost through depreciation is felt by the smaller business, 
not only in its own inadequate depreciation, but in the decreased busines 
received from the larger units. 

Thousands of taxpayers have had to cut down projected modernization pro 
grams, because they have been unable to lay aside sufficient reserves for the 
replacement of obsolete plant and equipment. 

This was shown by a nationwide survey made this spring by McGraw- Hill! 
Publishing Co. In answer to a question whether management would accelerate 
their modernization programs, if depreciation allowances were liberalized, 
percent of all companies participating in the survey said they would spend| 
more on new plants and equipment. 

In a McGraw-Hill survey made last fall, it was shown that out of a total of 
$300 billion U.S. industrial capital assets, $95 billion of plant and equipmes! 

| 
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was considered economically obsolete. This $95 billion figure has been built up 
over a period of years because of inflation and the consequent erosion of capital 
assets which is inevitable under our present tax structure. 

Everyone knows that it is bad business and bad financing to raise new money to 
do nothing more than maintain a company’s investment in fixed property. The 
decline in value and usefulness of investment in depreciable property should be 
provided for entirely out of income. 

It is just as true in business as it is in private life that the poor man, the man 
of small means, must be more prudent and sounder financially than his 
wealthier neighbor. He cannot live beyond his means as far or as long and 
he cannot borrow as much for imprudent or unnecessary purposes. 

It is the same in business. A small company finds it almost impossible to 
borrow when it needs funds to replace machinery and equipment is should 
have provided for out of income. 

The larger companies are often able to borrow for this purpose, improper and 
imprudent though it may be. They can also get along for a time by depriving 
their stockholders of a proper return on investment. 

It is, of course, just as wrong and reckless for a large company to borrow 
new money for current replacements that should have been provided for out of 
income, but the evil day can generally be put off somewhat longer. 

This erosion of capital is particularly noticeable among small businesses. In 
all cases there is an erosion of capital assets because of inadequate depreciation 
allowances which, at present, provide writeoffs merely on the original purchase 
price of tools of production and do not take into consideration the present pur- 
chase prices which are frequently two or three times of, say, 1940 costs. 

The annual difference between what is spent for plant and equipment and 
what should be spent for such purposes is estimated authoritatively at about $4 
to $6 billion. As pointed out above, it has now built up to $95 billion as of last 
autumn, and may now be $100 billion or more. 

In order to acquire new equipment to replace the economically obsolete, many 
firms are driven into long-term borrowings which, obviously, dilute equity invest- 
ments. This is an invisible drag on capital investments and on the U.S. economy 
as a whole. 

In addition to inflation, and inadequate depreciation allowances, there is 
another reason for the increasingly rapid and dangerous growth of industrial 
obsolescence. It is being speeded up by record research outlays. The Journal 
of Commerce, New York, said editorially on July 6, for example, “as technologi- 
cal advance becomes more rapid, there is more and more reason to leave depre- 
ciation rates to the discretion of management rather than to have the Govern- 
ment dictate what they should be through the tax laws.” 

Typical of the impact of all these situations and influences on small business 
is the textile industry. I say “small” in the sense that no company in that field 
produces more than 4 percent of the total volume. I would like to quote Rich- 
ard B. Barker, counsel of the American Cotton Manufacturers Association. He 
pointed out that investments in new machinery in the textile industry have been 
reduced more than 50 percent since 1947. 

Mr. Barker said in a recent speech “one of the reasons that many mills con- 
tinue to operate old and high-cost machinery is the absence of realistic depre- 
ciation allowances.” Present inadequate depreciation rates, Mr. Barker said, 
are “a hidden tax’? which is partly responsible for the lost of 326,000 jobs in tex- 
tiles in the last 11 years.” 

These figures were documented at hearings before a subcommittee of the Com- 
mittee on Interstate and Foreign Commerce of the U.S. Senate earlier this year. 

“The hidden tax,” mentioned by Mr. Barker, was also brought out at a meeting 
of the Tax Institute at Princeton, N.J., last fall. The statement was made 
then: “The income of many American businesses is being taxed at an actual rate 
of 80 percent instead of the statutory rate of 52 percent because of Government 
policies which force corporations to overstate their taxable income and tax 
liabilities.” (See app. I.) 

Industrialists are not the only ones who complain about these hardships. The 
subject has received considerable attention at such institutions of study and 
learning as Fordham University, the Universities of Michigan, Harvard, and Yale. 

Hans H. Jenny, associate professor of economics at Yale University asked in 
a public statement: “Why wait until the Federal budget is balanced or shows a 
surplus before acknowledged inequities and blocks to incentives are reduced? 
Experience shows that tax reforms, even tax cuts, tend to bring about increased 
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revenues once their income encouraging effects have had time to materialize. 
The unbusinesslike rules governing depreciation and replacement, for example 
Se to a slower than necessary technological development as well as to 
nflation.” 

Prof. William A. Paton, of the University of Michigan, speaking at a meeting 
sponsored by the Society of Business Advisory Professions in conjunction with 
the Graduate School of Business Administration of New York University, hag 
this to say: 

“We are absolutely dependent on our technological package, and I think we 
everlastingly need to keep it in mind. Even if we all believed in socialism, and 
assuming that we wanted to maintain somewhere near the standards of living 
we have now, we still would find it necessary to lay great emphasis on capital 
replacement and expansion. 

“One area of capital formation of crucial importance is that of venture or 
risk capital, or, in other words, common stock money as contrasted with the 
contractual senior money in preferred stocks and bonds. 

“As I view the statistics the flow of new common stock funds in this country 
have been just a trickle compared with what it should be and I am willing to 
include retained earnings when I say that, particularly in view of the fact that 
retained earnings are grossly overstated because of the inadequacy of deprecia- 
tion allowances.” 

As reported in the Wall Street Journal dated April 29, 1959, President Hisen- 
hower’s latest appointee to his Council of Economic Advisers, Henry C. Wallich, 
made this statement to the Senate Banking Committee: “Increasing savings 
could best be accomplished by increasing the incentive for corporate investment, 
specifically through a liberalization of depreciation laws.” Mr. Wallich is on 
leave from Yale University and his views on tax relief coincide with those of 
Raymond J. Saulnier, Chairman of the Council of Economic Advisers, and 
Treasury Secretary Anderson. 

Mr. Wallich made his recommendations after Senator Proxmire, of Wisconsin, 
suggested the United States is lagging behind the Soviet Union in the compara- 
tive rate of economic growth. Mr. Wallich agreed the U.S. rate could be accele- 
rated by the means he suggested. 

Another nonindustrialist who spoke on this subject in various places, includ- 
ing the Graduate School of Industrial Administration at the Carnegie Institute 
of Technology, was Carrol M. Shanks, president of Prudential Insurance Co, He 
said: 

“Present depreciation allowances provide no real incentive to modernization 
of capital plant and equipment. Because of the long period over which depre 
ciation must be spread, there is no disadvantage taxwise in retaining outmoded 
and inefficient equipment. Rapid depreciation allowances, on a permanent basis, 
would shift the advantage to modern equipment and stimulate the scrapping of 
outmoded capital goods. 

“Depreciation laws should also be changed, so as to take account of the steady 
rise in the cost of new plant and equipment,” Mr. Shanks said. “As matters 
now stand, profits subject to tax are artificially inflated and corporations are 
forced to pay taxes on these phantom profits, while the money which should be 
set aside and used to modernize plant and equipment is drained off by the 
Government.” 

Shanks said that the United States is the only major industrial country which 
has failed to modernize tax laws to provide substantial incentive to capital 
expenditures. “The 5-year rapid amortization adopted at the time of the 
Korean war has now run its course,” he said, “so that not only will there be 
no incentive to more rapid replacement, but in the years ahead there will be 
a writeoff deficiency below normal rates.” 

He pointed out that Great Britain, Canada, West Germany, Denmark, Bel- 
gium, France, Italy, Sweden, Argentina, Chile, and Japan, all have modernized 
their depreciation provisions either to allow for replacement costs, or to provide 
very rapid depreciation, or both. (See app. II.) 

“If we really wish to step up output in this country,” Shanks said, “the most 
direct and effective method would be to enact a depreciation provision in the 
income tax law which would provide real incentive to new capital investment, 
and which would remove the incentive toward the retention of obsolete equip 
ment.” 

Vice President Nixon said in a speech at the Harvard Business School last 
September : 
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“In this day of rapid technological change, we need more liberal treatment of 
depreciation for business taxation purposes. Only in this way can we stimulate 
the taking of risks by investing in new plants and equipment.” 

Mr. Nixon added that “if we wait for needed tux reform until we believe we 
ean afford a tax cut, our economy will have been denied vitally needed stimuli 

owth.”’ 
Ort our economy were to grow at the rate of 5 percent a year,” Mr. Nixon said, 
“we would have $10 billion more in tax receipts in 1962 than if we were to 
continue to grow at the recent rate of 114 percent. 

“Our goal should be to fashion a tax structure which will create more jobs, 
more income and more genuine security.” 

George Shea, writing in the Wall Street Journal dated June 29, 1959, said, 
in part: “During World War II and the Korean war, Congress decided that the 
Nations’ industrial plant was not adequate for full defense needs. It passed 
laws giving tax deductibility to extra rapid depreciation on any new facilities 
that the Government could certify were well suited for defense uses. 

“Instead of being depreciated in equal annual installments up to 30 years or 
more, such defense facilities, Congress decreed, might be written off in only five 
larger yearly installments * * * throughout the years of inflation American 
business has been saddled—to the extent it has had to use the older writeoff 
methods—with insufficient depreciation deductions. Obviously, depreciation 
which merely pays back the purchase price of a property will not cover its 
replacement if its cost has doubled because of inflation. Such underdepreciation 
at present is calculated variously at $5 billion to $6 billion a year. And because 
half of this amount goes to Uncle Sam in taxes, it may be said that in this 
way business subsidizes other taxpayers to the extent of $2.5 billion to $3 billion 
a year. 

TcAlso, the process of new investment itself produces additional tax revenue to 
the Treasury. The accounting firm of Pogson, Peloubet & Co. calculated that 
this new tax revenue amounts to about $26 for each $100 of new capital spend- 
ing, when the latter’s ramifications in additional business throughout the 
economic system are taken into account. Over and above that, once the new 
properties are built, their earnings produce new tax revenues also. 

“For such reasons these firms and other advocate even higher tax-free de- 
preciation rates, on condition that all the funds from depreciation—both that 
now allowed and any additional—be spent on new property. Thus they would 
both stimulate general economic growth and provide offsetting Treasury 
revenues.” 

The Reverend William T. Hogan, S.J., professor of economics at Fordham 
University, had this to say: 

“The application of 5-year amortization is not a solution but a palliative 
since (1) it was applied only to those facilities deemed necessary for defense; 
(2) it permitted the company involved to recover its original investment in 5 
years and thus minimize the effect of inflation. However, it does not solve the 
problem of continued inflation, since the facilities written off in 5 years would 
be replaced, let us say, at the end of 20 years at a much higher figure than the 
original cost. This was the case with facilities installed during the war, their 
original cost was quickly recouped, but their replacement at present-day prices 
is still much higher than the original figure. 

“Measured in terms of the consumers’ price index, the purchasing power of 
the dollar in 1956 was just half of its 1939 value. 

“The construction dollar, on the other hand, has fallen to less than 40 percent 
of its value 17 years ago. Thus, it takes $2% today to build what $1 would 
build in 1939 and 1940. This represents a serious problem in the replacement 
of worn-out facilities, for generally speaking, the equipment installed in 1939 
at the cost of $1 million could not be replaced today for less than $2% million, 
yet the depreciation funds set aside for this replacement amount only to the 
original cost, or $1 million. Thus, an additional million and a half is neces- 
sary if equipment is to be replaced and operations maintained. 

“This situation is applicable today to all industries that have long-lived 
equipment that is written off in a 20- to 30-year period. These investments 
made years ago have felt the full impact of post World War II inflation. 

“The critical nature of the equipment replacement problem was recognized by 
a few companies in the years immediately after the war, but many hoped that 
the inflation would come to an end quickly, as it did after World War I, and 
thus the difficulty would be resolved. The opposite has been the case.” 


44586—_59 3 
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Examples of the effect of current inadequate depreciation allowances op 
small business include machine tool builders and printers. 

A. V. Bodine, president of the National Machine Tool Builders Association, 
says “the sharp decline in capital investments during the last 2 years is largely 
caused by ‘restrictive depreciation policies that discourage investment in capital 
assets’.” 

The Lithographers National Association points out that its membership, con. 
sisting of smal) plants with an average work force of 26, has been seriously af. 
fected by the high cost of replacing obsolete equipment. 

It says that a press which cost $31,400 in 1935 would cost $128,000 to replace 
today. Since the amount of depreciation set aside was totally inadequate the 


average employer has had to borrow money merely to replace old equipment, the | 


association said. 

My own calculations to which Mr. Shea of the Wall Street Journal referred in 
his article are as follows: 

About $26 of tax revenue for the Treasury is generated by each $100 spent 
by business for equipment and machinery. Conversely, at present corporate rates 
the Treasury would lose up to $5z income tax on each additional $100 of nontax. 
able depreciation allowance. This loss could be made up by doubling the depre. 
ciation allowance, since an expenditure of $200 for new property would generate 
$52 of new tax revenue. Thus, if the entire $200 were spent for new equipment, 
there would be no tax loss to the Treasury whatever. 

At present, the gross deficiency of present depreciation allowances, based on 
original cost, compared with current values, is calculated at between $5 and $6 
billion a year. This is about one-third of the amount now allowed. 

We reiterate that depreciation reforms will cause little or no decrease jn 
revenue in the first year, that it may increase revenue in the first year, and that 
it will definitely increase revenue in subsequent years. It is not inflationary 
because it is based on and justified by increases in production and will assist 
budget balancing in the same way as any other increase in production or business 
income would. 

Any method of depreciation reform which will put more money in the income 
stream by encouraging investment in productive machinery and equipment is 
desirable and will increase the collection of revenue and benefit the economy. 

A specific method, which is widely supported, is known as reinvestment depre- 
ciation. H.R. 131, introduced by Representative Keogh, of New York, a mem- 
ber of the Ways and Means Committee, puts this in legislative form. 


It provides for an additional allowance for depreciation when property is | 


retired or otherwise disposed of equal to the difference between the original 
cost of the property and the current value of the property retired. 

The allowance, however, is to be made only if an amount equal to the current 
value is reinvested in depreciable property in the year of retirement or the next 
2 succeeding years. 

The additional allowance is deducted from the depreciation basis of the new 
property in the same way as any other depreciation. 


The effect of this method is to allow additional depreciation to offset the de | 
cline in value of the dollar at the time of replacement, when the money is needed | 
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for the machinery and equipment necessary to replace the investment in the 
retired. 
Pat chomanes of $50,000 in any one year is provided to do away with burden- 
some recordkeeping and small adjustments where the allowance, as calculated, 
be less than that. Fa 
web Keogh bill represents what appears to be a workable method of providing 
for depreciation reform, as well as an incentive to capital investment. The tax- 
payer must retire his obsolete or wornout machinery and he must reinvest in new 
to get his allowance. : 7 

In general, the Keogh bill represents what might be called a sound, middle 
ground approach toa method. It does not attempt to solve the problem of shorter 
and more realistic lives, which will need to be dealt with separately. ; 

In conclusion, I would like to quote a letter to the editor of the Chicago Daily 

WS: 
mn was quite interested in your recent editorial, ‘Russ Trade War on United 
States Cause for Real Concern.’ 

“The American Economic Foundation has been well aware of this threat for 
gome time past and is quite concerned about the ability of American produc- 
tion facilities, and the American economy in general, to meet the threat. 

“The production contest between free America and slave Russia will hinge, 
to a very large extent, on the availability of first-class machinery, and the 
present picture in favor of the United States could change tragically in favor 
of the U.S.S.R. and of the Communist bloc. 

“The Soviet Union, being a late starter in the race for tools, has relatively 
little obsolescence, while this country is hip deep in obsolete and semiobsolete 
equipment. 

“On the surface, this may not appear a serious threat, but it becomes one in 
the light of the burden which our existing tax laws place on the financing of 
new equipment. 

“I refer to the policy of the Internal Revenue Bureau of allowing deprecia- 
tion only on the purchase price of equipment and of ignoring the effects of 
inflation upon replacement costs. 

“Today, any heavy facility, such as mill or refinery, will cost about three 
times as much as it did in 1940. This means that a 1940 $10 million facility 
would not cost about $30 million. 

“How can this extra $20 million be secured? Capital financing for this pur- 
pose is unsound. Borrowing in whatever form would dilute the equity to 
stockholders. So, the company must try to get $20 million out of earnings. 

“But to do that, the company must earn about $40 million, 150,000 extra, 
pay up to 52 percent tax and the balance is then available for depreciation. 
It is, thus, making a false profit. 

“We have been kidding ourselves by looking at our unrealistic national gross 
product figures and at our large annual expenditures for new plant and equip- 
ment. 

“In 1956, for example, this second item was $39.2 billion. The only thing 
wrong with this is that about 90 percent of it was for replacement, not 
expansion. 

“Perhaps this was what Mr. Khrushchev was thinking when he said that 
Russia would catch up with us by 1970.” Signed Fred G. Clerk, general 
chairman, the American Economic Foundation, New York. 
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High tawz rates on true income caused by insufficient depreciation 


TAX DEPRECIATION ALLOWANCES ON CAPITAL EQUIPMENT 




































































Individual Corporation 
proprietor | Corporation (effect of 
(married, decreased 
no children) income) 
On Federal income tax basis: 
ait nlite A eniited eile tmnt nan hoeednwnm apps $3, 000, 000 $3, 000, 000 $2, 850, 
Cost of goods sold: a _ Ay ¥ 
Inventory Jan, 1__- k 100, 000 100, 000 
Purchases. ....--------- ' 1, 000. 000 1, 000, 000 
Manufacturing expense f 500, 000 500, 000 
ii Bi lt ole calcu S eetieabiaiancinn 1, 600, 000 1, 600, 090 1, 600, 000 
IN, SN oo era wnn steeds cetees bq’ 125, 000 125, 000 125, 000 
ee db dh da cckectdeatiedindcdtdteeste 1, 475, 000 1, 475, 000 1, 475, 000 
a a Td  nieunalimenadl 1, 525, 000 1, 525, 000 1, 375, 000 
700, 000 700, 000 700, 000 
825, 000 825, 000 75, 000 
Other expenses: < 
ONE DRONO Nh. bono c lies l wees decscnons-cescceess 30, 000 30, 000 30, 000 
Administrative and office expense__...........-..----- 240, 000 240, 000 240. 000 
i item bemieminl Seebine =e 60, 000 60, 000 | - 60, 000 
SE SEALS Os OS ee ee 195, 000 195, 000 195, 000 
Bet tmgome behwre tenes... ....- 65502. - 5225 sg censesss- + 525, 000 525, 000 525, 000 
300, 000 300. 000 150, 000 
PR CS GAN NEEL iis ee icc cil ccc ccdtccsceundis 223, 640 156, 000 78, 000 
Din iki caie lettuce th ennaabwhenpaneitatl 76, 360 144, 000 72, 000 
Weis abe Cperew) 2h sn oa ee sets ctn is céwcwccce ecw ce ent 74, 55 52. 00 2. 00 
(Above income is overstated as depreciation amount is 
based on historical cost, not current dollars). 
Income before taxes, as above. -............--.------------- $300, 000 $300, 000 $150, 000 
Understatement of depreciation, estimated to be 40 percent 
PE, « cnnnentepnenguttipeenncoperonaphccance 78, 000 78, 000 78, 000 
Seen Tees VaR Oe CAGE is . oie oncbisdedsngeewscbccccccce 222, 000 222, 000 72. 000 
Federal taxes on income, as above..........---.----------- 223, 640 156, 000 78, 000 
EL Oia tp mncsaeabowsesecavantyepucapncnylcs 1,640 66, 000 6, 000 
Ne OE DING, oo. capt ee ceinclatcnepiclacivag hbboubudspunies|épSiidapoddgeh=]apeebndd otis db lowecakshaseell 
SSS 
True tax rate on true income (percent) ........---.-------- 100. 74 70. 27 108. 33 
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APPENDIx II 


Summary of depreciation provisions in certain foreign countries 











Depreciation 
above cost. _| Accelerated 

Revaluation (Without Additiona) | rates (greater 
Country factors revaluation lst-year than United | Shorter lives 
applied or above allowances States) 
revaluated 
| cost) 

Sr odgtnansereuavinauien Paves tbitteid cha diinemisele sass ceeinctiiteteshebe 

EES, oc er etintoh bo das aching one geesen dnicamenmependwadls tebuniowseocy. Sipertecotuall 

Pa cdinddscndsdnenctincal Madiaeniwied Pibccccnseces Peetashisereninceceocnupeues 

hs cnsdgcdblepechdassapaewl Saacosdatactelaadidnepsvedasehtcsssuduandaehtarwabbers x 

i do St hbk a Corp wactice salads axbbdhgotalbabicdbehnasthslsbhnindstcudeeibn de ibnscceins x 

i cc tateahens<bosbecanien Miacuwananaae Aiddrapanneadininnoisaeeatgieanniinenedie 

lS cit teh etidis i peach amenelantepeasanbetslieantcceeumane ieee ceded elena 7 

en ncdactttdeingdccnbalneostneacthsudinadecukscnatel Th within ditdacebaddbuweuks x 

SE awd puccesetautd KE. see le Misha is oad addatictiglss oe Gidea RE heed abbind 

en ae ll dale ics giclee STI cones aaieedel alle iencic Mig 

PL  sictadecaddedhstnbalgccccuqnencsan hase ets es cata tl die sagasneek 

ttt nie nate and oan adighieminnte isso dhnmaiyc lt) Maia Med eld Beh x 
} RE Sid Eh hE. a gehibanbedhdsbpiuid i Ebaas sabecdbl Mhowpteicanek Piitensiuwed 

Da incksa dd ctiesicens cans] Minciscces tpleinne en aeepiel ip sen dein Gilids eedibeccaed 

ST inane dincenh its hGiebetll Mix teniewas anlage anemayeke <alaeioukannte made tens sane eenrd . 

Gg then te ttotagatnuscdoe hace cttibe es dabeacs nddddsch bd ode likhwebe at ae 

ES coud. Sib nccoodblbel! Mibovkina ded -cbdeclbisaclhadddiaatdbinceee SLEsckbiabae aie 

Sweden_-- iii deanacnatiala ‘ - ainenel Mitusnwidmed dhintansuaiel 

ARGENTINA 


Revaluation factors, by years of acquisition: For example, 1940 and earlier, 
760 percent of original cost; 1952 and 1953, 125 percent of original cost. 
New plant and equipment: 50 percent of cost written off first year. 


AUSTRALIA 


Declining balance method, original cost: 
Smelters, 12% percent. 
Foundry plant, 7% to 10 percent. 
Special rates fixed on application. 
For assessment years subsequent to June 30, 1957, depreciation allowable 
is increased by 50 percent. 
BELGIUM 
Revaluation factors: 
By years of acquisition, for example, 1918 and earlier, 14.32 times original 
cost; 1943, 1.48 times original cost. 
Depreciation, on cost: Ordinary rates, plus 30 percent of cost of new 
plant—spread 10 percent per year over first 3 years. 


BRAZIL 
Revaluation factors: 
By years of acquisition, for example: 1929 and earlier, 13 times original 
cost; 1949 and 1950, 3.4 times original cost; 1956, 1.3 times original cost. 
Straight-line method original cost industrial machinery 10 percent. 
Note.—No depreciation allowed on buildings. 
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CANADA 


Depreciable property is divided into 14 different classes which may be written 
off at not more than a certain maximum rate for each class. Any amount lesg 
than the maximum may be written off in any one year but the taxpayer may 
vary the rate from year to year so long as the maximum limit is observed. 

The first four classes cover (1) buildings; (2) improvements to land, such 
as dams; (3) docks and railway tracks; (4) electrical generating equipment 
and similar structures and improvements. Rates are from 4 to 6 percent, about 
twice what would ordinarily be allowed in the United States. 

Class 5 covers pulp and paper machinery at a rate of 10 percent. The U.S, 
rates on similar machinery are from 38 to 5 percent. 

Class 6 includes certain light or temporary structures at 10 percent. The U.S, 
rate is 2% to 3 percent. 

Class 7 consists of boats and ships at 15 percent. The U.S. rate is 2% to 
4 percent. 

Class 8 includes everything not covered by the other classes and would include 
practically all machinery and equipment in general use commercially and in 
factories at 20 percent. The U.S. rates vary from about 4 to 10 percent, mostly 
at the lower end of the scale. 

Class 9 includes electrical generating equipment not used for public service 
at 25 percent. The U.S. rate is under 5 percent. 

Class 10 includes principally machinery and equipment used for the develop- 
ment and exploitation of natural resources at 30 percent. The U.S. rates are 
from 2 to 10 percent. 

The remaining four classes are somewhat special cases; (1) intangibles; (2) 
leasehold improvements; (3) lending library books; and (4) hotel equipment, 
all at very liberal rates; some at 100 percent in the first year if desired. 


CHILE 
Revaluation factors: 
To be agreed with tax authorities. 
Reserves for replacement, deductible 10 percent of assessable income plus 
2 percent for each 10 percent increase in physical production, base year 1951, 


COLOMBIA 


Depreciation, on original cost: Buildings, 24% to 5 percent; machinery, 10 
percent. 

New industries: Iron and steel companies exempt from income, excess profita, 
and patrimony taxes for 10 years—permission necessary. 


DENMARK 


Depreciation, on cost: Rates, approximately same as United States. 
New plant and equipment: 
Buildings: 40 percent of cost in 10 years, maximum 25 percent in any 
1 year. 
Machinery: 50 percent of cost in 5 years, maximum 33% percent in any 
1 year. 
(Originally enacted for 2 years ending March 1957, may have been extended.) 


FRANCE 


Allows the use of an inflation coefficient to revalue assets. This permits de 
preciation to be stated on a replacement cost basis. A revaluation reserve is 
set up at the time the assets are revalued. If the reserve is left undisturbed, 
no tax is paid. If the reserve is incorporated into the equity of the company 
by issuing shares or by increasing the nominal value of existing shares it is 
taxable at 6 percent. If paid out as a dividend the amount becomes taxable 
at the regular commercial profits tax rate and dividend tax rate. 

New plant and equipment allowed double depreciation in first year. 

Plant and equipment acquired in-modernization, 10 percent of cost written 
off in year of acquisition. Depreciation including double depreciation men- 
tioned above computed on remaining 90 percent. 
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GERMANY 


Declining value or straight-line permitted. 

Declining balance rates 2% times straight-line method. 

New plant and equipment, declining balance, estimated life, 16 to 25 years: 
Three times straight-line rate, maximum 16 percent over 25 years. 
Three and one-half times straight-line rate, maximum 12 percent. 


GREAT BRITAIN 


The new Revenue Act now being considered by Parliament would provide 
for an investment allowance in the first year of 20 percent, and an initial allow- 
ance of 10 percent. In the case of property having a 10-year life, it would also 
be 10 percent for the first year, making in all a total deduction of 40 percent 
in the first year. The base in the second year, to which the declining balance 
method would be applied, would be 80 percent, being the difference between 
the initial allowance and the first year’s depreciation, and the cost. The 20- 
percent investment allowance is in addition to the cost so that the total recov- 
ery would be 120 percent. 

The previous allowance was 30 percent initial allowance and no investment 
allowance, the result being a deduction of 40 percent in the first year, but the 
resulting base would be only 60 percent. 


HOLLAND 


Accelerated depreciation.—Allows one-third of cost of a new facility to be 
written off at an accelerated rate. Remaining two-thirds accrue normal 
depreciation. 

Law permits one-third of the cost to be written off in first year, subject to 
approval of the Minister of Finance. Since October 1955 the Minister has ruled 
that the one-third of new investment covered by the law could be written off 
in 4 years instead of 1; i.e., 10 percent per year for each of the first 3 years plus 
314 percent in the fourth year. 

Normal depreciation—Companies must adopt a permanent method of writing 
off a fixed percentage of the purchase price or book value of an asset. The 
writeoff can be based on the economic life of the asset, not necessarily its 
technical life. Commonest practice is to write off 10 percent of a new asset 
annually. 

Investment capital allowance.—Permits business to charge 4 percent of 
expenses incurred in acquiring or improving equipment against profits for 5 
years from the date of investment. This allowance does not apply to assets 
acquired after November 5, 1956. 


Example: Facility cost $90,000, 10-year life 


Accelerated depreciation ! Investment 

















Year aaa __| Normal de- allowance Total 
preciation (4 percent) 
Amount Percent 

MEE chide Sentusceesahtues’ $9, 000 10 $6, 000 $3, 600 $18, 600 
on cn ocuwenmoadcna' 9, 000 10 6, 000 3, 600 18, 600 
Be 9, 000 10 6, 000 3, 600 18, 600 
4th... 3, 000 3% 6, 000 3, 600 12. 600 
 - a a 6, 000 3, 600 2, 600 
a a GE Benévtikcncnken 6, 000 
ss “SE 6, 000 6, 000 
ce c= Ba oad ae ke re CON Foi ce ccna 6, 000 
9th Se ee eS ee Se tee CI Dicks bebetodtiens 6, 000 
a an ye Ge Tecan haawkecan 6, 000 

Ne te con ec cnaie scan 30, 000 60, 000 18, 000 108, 000 





! Could be as much as 33% percent in 1st year at discretion of Minister of Finance. 


The investment allowance results in tax deductions in total that exceed 100 
percent. In the above case, cost was $90,000 and tax allowance $108,000. 
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INDIA 


The present income tax law, with a view to encourage the establishment of 
new industries and to help the existing ones to renovate their plant and machin. 
ery, provides for depreciation on a very liberal scale plus the grant of an outright 
development rebate. Normal depreciation is allowed at liberal prescribed rates 
ranging from 7 to 25 percent on a diminishing balance basis. Additional depre 
ciation equal to the normal depreciation is allowed on all new assets for a 5-year 
period. Double shift additional allowance is also provided for up to 50 percent 
of the normal depreciation. If there are not sufficient profits in a year to absorb 
the full depreciation (normal plus additional), the deficiency can be carrieg 
forward indefinitely against the profits of subsequent years. 

A novel feature introduced in the 1955 act is the granting of an outright 
development rebate equal to 25 percent of cost for all new machinery and plant 
installed after March 31, 1954. This rebate is in addition to other depreciation 
allowances and is not taken into account for determining the written-down 
value; it acts as a bonus or special allowance over and above the recoupment 
of the cost through depreciation allowances. In other words, depreciation 
recoupment continues until 125 percent of cost is recovered. In order to insure 
that these liberal provisions for depreciation are not abused and the funds 
frittered away in doubtful or speculative ventures, a scheme of deposits hag 
been introduced requiring the company to deposit prescribed amounts depending 
on its undistributed profits and reserves. 


ITALY 


Declining balance method: Buildings, 3 percent ; machinery, 12 percent. Addi- 
tional deduction up to 5 percent of taxable profits allowed for capital expendi- 
tures during year in excess of certain limitations. 

Revaluation in 1946, but no details available. 


JAPAN 


In asset revaluation laws of 1950, 1951, and 1953 provision is made for a 
voluntary revaluation of the residual value of depreciable assets as of base 
dates (Jan. 1, 1950, 1951, 1952, 1953, and 1954) using the Government-furnished 
wholesale commodities price index relationships of price rise. A revaluation 
tax of 6 percent of the writeup payable within 3 years is assessed. Future 
depreciation is calculated on the stepped-up basis. The difference in purchas- 
ing power of the dollar only is covered through the use of a general index not 
concerned with specific replacement costs of particular types of assets. These 
provisions represent a correction only for the inflation which had already come 
and leaves the future adjustinent for further changes of the price level unsolved. 


MEXICO 


Depreciation, original cost: Buildings, 5 percent; machinery, 10 percent. Ac- 
celerated depreciation granted if applied for. 


NORWAY 


New plant and equipment: Excess cost of assets (Dec. 31, 1939, value plus 50 
percent) ; may be written off in 5 years. 
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SWEDEN 


Unplanned declining balance—original cost: Up to 30 percent of written- 
down cost beginning of year plus 30 percent of additions. 
New plant and equipment: Excessive cost maye be written off in year of 


acquisition. 
APPENDIX ITT 


WHat HapreNs WHEN $100 Is SpenT ror MACHINERY. EQUIPMENT, OR OTHER 
DEPRECIABLE PROPERTY ? 


A representative manufacturing corporation, when it spends $100 for machinery 
and equipment, buys from a company which typically spends $55 for materials, 
$35 for labor, and makes a profit of $10. 





Materials, Tax rate 
supplies, Labor Profit |(percent) Tax 
and services 





When $100 is spent it goes for..........---.--..-- $55. 00 { $35. 00 "S000" > wt 
Materials, supplies, and services which cost $55 "i935" , 20 3 85 
come from other companies................--.-- 30. 25 { a sera 550 52 2 86 
We could go on dividing the materials pur- 
chased by one company into material and 
labor costs of another many times, each time 
showing a smaller additional profit. However, 
as all material eventually comes from labor, we 
have taken the 2d material figure and treated 27.22 20 5.45 
i te Pi cc acckinosd encdeheocesdlcapenassemtons { ae. foadae 303° 52 1 87 
This gives us an approximate figure for the 
amount of tax which would be paid be- 
cause of the activity caused by the 
expenditure of $100 for any sort of depre- 
NED HUONEY c0ncebcccdicosecknbucd@ickibedsnniiGhadibaabusieiaadaat le sass 25. 93 





The Treasury could, therefore, allow additional depreciation in the first year 
of operation of $50 for each additional $100 spent for machinery and equip- 
ment without loss as a $50 deduction would, at a 52 percent rate, reduce the 
tax by $26, the amount of tax generated by spending $100. 

After the first year the Treasury would gain as the depreciation would be 
ealculated on the remaining 50 percent only, the amount left after the first 
year’s deduction of 50 percent. 


44586—59——__4 
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This computation is intended to show the immediate effect on tax collected 
and is, therefore, on the basis of a minimum rather than a maximum tax which 
would be generated. 

While these computations were based on a fairly comprehensive industria] 
sample, further studies on the same subject are now being made and they indi- 
cate that these figures are substantially correct minimums. 
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APPENDIX IV 


Summary of H.R. 131 (Keogh bill) —Example of the application of reinvestment 
depreciation 





1958 1959 1960 1961 





Proposed sec. 167A: 
(a) General rule: 
There shall be allowed as a reinvestment deprecia- 
tion deduction the amount by which the rein- 
vested amount (purchases of new assets) -__.------ $250, 000 | $100,000 | $85, 000 $55, 000 
Exceeds the 167A basis (historical cost) of eligible 
business assets sold, abandoned, or dismantled 





EE Piet cceitsdngscencucccenss apeap whine os 130, 000 30, 000 20, 000 10, 000 
es ee ee 1 120,000 | 70,000] 65,000] 145,000 
This deduction shall not exceed whichever is the 
greater: 


(1) The amount by which the adjusted histori- 
cal cost of the abandonments (see note)_.-| 275, 275 63, 525 42, 350 21, 175 


Exceeds their 167A basis (historical 











ED sd ce tendtncd aia peeatediin ah diem kien 145, 275 33, 525 22, 350 11, 175 
Plus the carryovers to the year..-.-.....|.--------- Wy BED Pec pen scien sluncnanteal 
Ep pcnisdnccnedudneknitbcmebtieh seaside ees 1 58, 800 |-------- 


nid ccattdnnhttwsckuceienaianer kos tin~ pis leihtacucteted 1 50, 000 50, 000 
(d) Reinvestment carryover: If, for any taxable year, the 
amount determined under par. (1) of subsec. (a) is 
greater than the amount of the deduction allowed for 
such year, the excess shall be a reinvestment carry- 
over for the 2 succeeding taxable years....--.....----- 25, 275 








1 Reinvestment depreciation allowance. 


Norte.—(c) Special rules: (1) Adjustment of historical cost by price index shall be made by increasing 
the historical cost by the percentage increase in prices as shown by the price index (1943; 64.7, 1958; 137.0, 
increase, 211.75 percent). 





APPENDIX V 
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Senator Smaruers. The next witness we have scheduled is Mr. Joel 
Barlow, of Covington & Burling, here in Washington. 


STATEMENT OF JOEL BARLOW, OF THE LAW FIRM OF COVINGTON 
& BURLING, WASHINGTON, D.C. 





Mr. Bartow. Mr. Chairman, my name is Joel Barlow, and I ama 
member of the Washington law firm of Covington & Burling. 

I am also president of the Tax Institute, which has just completed 
a very comprehensive study and symposium on the problems posed by 
our national tax depreciation policy. As a result of this symposium, 
in which we called together many of the tax authorities of the country, 
the conclusion was reached that probably the greatest weakness in our 
tax structure today is our outmoded, unrealistic tax depreciation 

olicy. 
. en mentioned here just a few minutes ago, we are unquestion- 
ably the most backward industrial Nation in the world in tax de- 
preciation policy. In a minute I will make some comparisons which 
I think establish that point. 

I appreciate greatly this opportunity to testify about tax depreci- 
ation policy before these subcommittees, and I may say that the Sen- 
ate Select Committee on Small Business has already made some very 
real contributions in trying to improve depreciation policy. 

In 1956, in the committee’s studies of the machine tool industry, 
there was a recognition in this committee’s report of the indifference 
to and the overriding importance of the new obsolescence factor. Ido 
not think time has been solving this serious problem in the interven- 
ing period since 1956. 

Again in September and October, 1957, this committee held hear- 
ings on the problems of small business, as you know, and made a re- 
port on January 30, 1958, in which the committee recommended lib- 
eralization of depreciation practices. It also recommended that the 
old Bulletin F 5 life concept be thrown out, and I think that 
did as much as anything else to persuade the Treasury Department 
that it should not reissue Bulletin F. 

As you gentlemen know, the Treasury is holding in abeyance a re- 
classification of facilities in Bulletin F and its reissuance pending an 
overall study of depreciation which presumably will get underway in 
November when the House Ways and Means Committee starts its 
study and hearings. 

This committee in 1958 recommended also a further study of de- 
reciation revisions. My understanding has been that small business 
as come to this committee (in San Francisco hearings, and again in 

your Boston hearings) and emphasized that small business is par- 
ticularly at a disadvantage in claiming depreciation allowances. With 
this position I agree, as I shall explain later. I think the principal 
momentum for the amendment in the 1958 act that gave an initial 20 
percent allowance on the first $10,000 of expenditure originated in this 
committee as a result of its hearings and study. 

So, I am encouraged to think that it may be a fruitful activity to 
approach this problem from the standpoint of small business. How- 
ever, I agree with the preceding speaker, Mr. Peloubet, that our tax 
depreciation is a problem of all business, both small and large. 
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Probably the principal difficulty with the 1958 amendment is that be- 
cause of its limitation of $10,000 it does not go to the cure of what is 
a serious national security problem, that is, the terrific obsolescence 
factor in machinery and equipment in this country as compared with 
Russia and Western Germany and other leading industrial nations. 

I would like to say, to begin with, that in my Judgment our national 
tax depreciation policy aifects a company’s capacity for economic 
progress and growth, and that of the Nation, as much or more than any 
other Government fiscal policy. 

For this reason, it seems to me that it is directly involved in our 
national security. I want to give special emphasis to that aspect this 
morning. Johns Hopkins University has just completed what I 
think is one of the most significant surveys in this area of tax depre- 
ciation policy and obsolescence, and they have come up with some 
recommendations that I think will be of great concern to the Penta- 
gon and to all of us. I understand this startling report will be re- 
viewed in the American Machinist next Monday. 

The report points out that about 75 to 80 percent of all the machine- 
tool facilities owned by the Government—the metalworking produc- 
tive facilities which are the base of our defense industrial activity 
and potential—are obsolete. Quite understandably, the military 
has been emphasizing missiles and the other end items. But as I 
would like to point out in some detail, we cannot produce these new 
technological wonders of military and industrial science with the 
machinery and equipment and the machine tools of the 1940’s. About 
65 percent of all the facilities in this country, according to a recent 
McGraw-Hill American Machinist survey, are facilities that were 
acquired during World War II or before, and, because they are over 
10 years old, they are generally obsolete. 

The Johns Hopkins survey comes up with the very significant con- 
clusion that, whereas machine tools today under Treasury tax de- 
preciation policy are being written off on the average in about 15 to 
20 years, it is perfectly evident simply in terms of technological ob- 
solescence that the writeoff of machine tools should be from 6 to 10 
years, and that from now on we will not have very much modern, 
first-line productive equipment in this country that is more than 6 
years old. 

Tax depreciation is a most important factor, then, not only in 
national security, but in the control of inflation, because of its func- 
tion of getting costs down. It bears upon our ability to maintain a 
healthy domestic competition, and it has an equal bearing on our 
capacity to meet foreign competition and the economic warfare of 
the Soviet Union. 

With our high labor rates in this country, as you gentlemen very well 
know, steel, machine tools, automobiles, and other products are begin- 
ning to flow into this country simply because we are not effectively 
competing for our own market or the markets abroad. I am not here 
this morning arguing for embargoes or high tariffs. I believe that if 
you free the ingenuity of American industry and give it a realistic 
tax depreciation policy so that it can get the obsolescence out of Amer- 
ican plants, we do not need to worry about high tariffs and embargoes 
on the importation of foreign machine tools. Also Americans then 
can compete effectively for the markets abroad. 
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But to do this we have to overcome marked differentials in wage 
rates. 

For instance, in the machine tool industry the hourly wage rate in 
Europe is from 60 to 90 cents. In this country it is about $3. The 
only way that we can produce to compete effectively is to have the most 
modern automatic machinery to beat down these high labor costs, 
Only through a sound tax depreciation policy which will encourage 
machinery acquisition are we going to be able to do that. 

Today we are operating under concepts of depreciation that go back 
to the depression of the 1930’s and before, and, to repeat again, in my 
opinion no part of our tax revision program is more important than 
tax depreciation. 

The principal difficulty in our tax depreciation picture lies in the 
failure of the taxing authorities to take full account of technological 
obsolescence. And I want to say right here that I do not think the 
Treasury is entirely to blame for this attitude, nor is the Congress 
to blame, nor the business community. This unfortunate posture 
we are in evolved out of the exigencies of tax collection in the early 
1930’s, when Congress and the Treasury tried to use depreciation as a 
means of getting additional revenue and businessmen were somewhat 
indifferent to the implications of thisapproach. Ihave written a num- 
ber of articles in which I have pointed out that not only then but today 
businessmen themselves, and particularly small businessmen, are most 
shortsighted in this tax depreciation area. 

Many of them, in fairness to the Treasury, are not taking all the 
depreciation deductions they can under the new 1954 methods or even 
under the old law and regulations. The reasons they aren’t doing it 
are, first, many small businessmen are not informed; second, they are 
understandably concerned about having a good balance sheet and a 

ood income statement and impressing their bankers so that they can 
rrow money. Deductions reduce earnings. They have great dif- 
ficulty in availing themselves of the equity markets, and so many 
smal] companies—and this is also true of some of the medium-sized 
ones and the large ones, too—are overstating their profits. They want 
to keep their stockholders happy. I do not say that in too critical 
a, way, because it is important for business to have a continuing equity 
market, and, to get this, it must impress people with the success of the 
enterprise. 

The result is that in periods of depression companies reduce their 

depreciation deduction because they do not want to run up their 


losses. Just recently, with the liberalized provisions in the 1954 | 


code—the sum of the years’ digits method and the declining balance 


method—available to all companies, many of them didn’t use them | 
because their earnings statements were already depressed, and some | 


of them who did adopt them initially reverted to the old straight-line 
method because it did not depress their earnings or give their balance 
sheets such an unhappy look. 

At this point I would like to say that in addition to the 1954 
methods we ought to adopt something of a system like Canada has 
because not ake would it liberalize depreciation but it would also 


establish standards of reasonableness which business would feel con- 
strained to follow. And I want to stress that in adopting the Cana- 
dian system we must be sure to adopt the depreciation rate structure 
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of that system if we are going to realize any benefits from such a tax 
depreciation reform. 

Incidentally, at the recent Tax Institute symposium on deprecia- 
tion, one of the representatives of the Inland Revenue Office in Canada 
who came down to the meeting said, “I am delighted to be here today, 
because this is the first time that I have been able to say that Canada 
is way ahead of the United States.” He was talking of the great 
progress Canada has made on the subject of tax depreciation. 

Just to give you an illustration of how Canada has improved and 
simplified its system, in Canada today they have only 17 classes of 
facilities. We have hundreds of different depreciation facilities listed 
in bulletin F for the purpose of determining the depreciation allow- 
ance. A separate life must be determined for each separate facility 
in the United States. 

In Canada, for instance, in class 8 of their system, which covers all 
machinery and equipment, they allow a writeoff up to 20 percent. In 
this country we still have companies, small companies using metal- 
working equipment, who are writing it off in 3314 years, or using 3 

ercent. 

. Just recently I had two cases in which two relatively small com- 
panies—who were competitors—were arguing with the Treasury over 
depreciation rates. One of them was writing off its facilities in 33144 
years, the other in 20 years, because the Internal Revenue Service had 
been insisting on those long lives based on their historical pattern of 
the 1930’s. Some of their competitors who were gaining momentum 
and moving ahead of them—and, mind you, these were all small com- 
panies—were writing off the same types of facilities, making the 
same types of products, in 10 years. 

And I want to emphasize again that in adopting the more realistic 
Canadian system, we must be sure to adopt the realistic depreciation 
lives for facilities which they use for each of the 17 classifications. 

One of the basic difficulties with our present tax depreciation policy 
is the disparity of treatment that evolves out of it, not only as be- 
tween the large and the small, but as between the small companies 
themselves. 

Again I want to say we can’t fairly criticize these revenue agents 
who make these determinations because this policy was evolved for 
them back in 1934, and all the revenue agents and engineer agents who 
audit tax returns and depreciation allowances are doing is simply 
implementing a policy that nobody has been able or willing to change. 

| have great conviction that we need legislation in this area, because 
the wording of section 167 that deals with basic depreciation allow- 
ances has been the same for a great many years, and Treasury policy 
and practices and rulings and regulations under it have the sanction 
of reenactment of this provision by Congress with only two changes 
in 1954 and again in 1958 that did not solve the real problem—the 
unreasonable length of depreciable lives. 

The 1954 changes were very important steps because we finally woke 
up to the fact that the greatest obsolescence and the greatest loss 
of value occurs in the initial life of a piece of equipment, and what 
the sum of the years’ digits method did and what the declining bal- 
ance method did was to encourage modernization by giving a larger 
writeoff in the first half of the depreciable life. 
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Mr. Messick. Do you think those 1954 changes, as recommended by 
the Small Business Committee, should have been extended to used 
equipment ? 

Mr. Bartow. That is a debatable point. I think it should have 
been extended to used equipment as a matter of basic tax equity; 
but let me tell you why there was another good reason for not doing it. 

If you are interested in getting the most modern equipment in this 
country to improve our industrial plant in terms of our national 
security, and in terms of our general economic progress as well, 
we had better get new equipment, and we had better not encourage 
too much the use of graded-down or used equipment. 

But, just as a matter of fairness, I think we can admit that some 
companies have products they can produce effectively with graded- 
down equipment and secondhand equipment. I favor extending 
all depreciation advantages to used equipment simply because you 
have a segment of small business that can and must use it. It needs 
that kind of encouragement and that opportunity to get a cash flow 
and get its investment behind them just the same as companies which 
must use new equipment. 

In order to point out why there has been such a change in this 
whole depreciation picture, and why it has become much more impor- 
tant in 1959 even than in 1956 when you were considering the replace- 
ment and obsolescence problem of machine tools, I would just like 
to review briefly what has happened in recent technological develop- 
ments that makes that phrase “an allowance for obsolescence” so 
important in section 167 of the Revenue Code. Unfortunately, it is 
only a parenthetical phrase; perhaps that is what is wrong with it. 
It seems to be in there just as a kind of an afterthought. It says, 
“a reasonable allowance for wear and tear (including an allowance 
for obsolescence) ,” and that parenthetical phrase has been largely 
overlooked over the years. But, today all tax experts, as well as in- 
dustrial experts and engineers, are agreed that obsolescence has be- 
come a more important factor than wear and tear. 

The Johns Hopkins study, which will be reviewed in the American 
Machinist next Monday, points that out. Obsolescence has moved far 
ahead of wear and tear as the significant factor in depreciation. 

In terms of our national security, and in the area of defense-sup- 
porting facilities, there have been particularly spectacular advances In 
metallurgy, electronics, fuels, automatic devices, as well as in such 
commonplace articles as friction bearings. 

For purposes of illustration I should like to mention for just a 
moment machine tools, for machine tools have both defense and com- 
mercial applications. 

Machine-tool obsolescence and tax depreciation are thus funda- 
mental in the entire economy, and what is true of machine tools is true 
generally of all productive machinery and equipment. 

Since the turn of the century, but particularly since World War II, 
there have been very great changes and improvements in machinery 
technology, and by did tates these improvements are directly respon- 
sible for all the improvements in our standard of living and our mili- 
t iry strength. 

or example, we have moved from tolerances of a thousandth of an 
inch, and this since World War II, to a millionth of an inch in ma- 
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chine-tool accuracy. This has allowed us to progress from small pis- 
ton engines to, well, the Hustler and the chemical bomber. Rates of 
production have correspondingly increased to the point where engi- 
neers talk in terms of parts or pieces per minute, or even per second, 
instead of pieces per hour. 

It is these high rates of production that bring complex, inherently 
valuable articles of consumer goods within the reach of millions in- 
stead of hundreds of potential customers. 

At the present wage scales, but with the rate of production achiev- 
able 20 years ago, a modern car would cost more than $50,000, if, 
indeed, it could be manufactured at all. 

In the last 10 years and in parallel with the developments in air and 
space technology that have been mentioned, machine-tool and other 
machinery and equipment advances have been particularly rapid. 

New lines of machines have been designed around new carbide and 
ceramic cutting tools. The power of most machines has been in- 
creased two to five times. Weight, and hence rigidity, have gone up 
over 200 percent, and, perhaps most important, there have been spec- 
tacular improvements in what is popularly called automation. 

The Johns Hopkins report brings out that any first-line automatic 
machine tool that was built prior to or during World War II cannot 
be adapted today by the small businessman, as some think, so as to 
get low costs to compete with the larger companies in the industry 
who generally acquire the more modern tools. 

How did we get into this posture of being the most backward indus- 
trial nation in the depreciation and replacement of production facil- 
ities ? 

With an obsolescence cycle for modern productive equipment in the 
area of 5 to 10 years, as confirmed by all studies today, one would 
assume that manufacturers could depreciate it for tax purposes over 
lives of from 5 to 10 years. But as this committee knows, this is far 
from the actual practical tax picture as it is today. 

As recently as 1958, as I mentioned a minute ago, an engineer agent 
in the field went so far as to insist that depreciation of machine tools 
must be taken over a period of 3314 years, and that is not an isolated 
example. 

Within the cutting-tool and machine-tool industries, with which I 
am familiar, there are companies required by Treasury practice to 
depreciate machinery and equipment on anywhere from 25 to 3314 
years; whereas their competitors in the same industry who are more 
articulate and have been able to assume the burden of proof of look- 
ing into a crystal ball and making an educated guess as to how long 
the machinery will last, are depreciating this same machinery in from 
8 to, say, 15 years, on the outside. 

Now, in fairness to the Treasury, again let me say that, when this 
depreciation case involving a life of 3314 years came down to Wash- 
ington from the field office, the Revenue Service reversed the engineer 
agent in the field. The Treasury is very conscious of the inadequacy 
of present tax depreciation policy but the difficulty is that Treasury 
officials are more concerned (and perhaps understandably) with the 
possible short range loss of revenue. Certainly they are to be com- 
mended on not reissuing Bulletin F and keeping everybody in a strait- 
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jacket of depreciable lives based on historical studies and mortality 
tables. 

But it seems to me that before the promised tax revision hearings 
are Over, we have to wake up to the fact that any short-range loss of 
revenue—and I do not think it would be large, as Mr. Peloubet says— 
would turn into a long-range gain in revenue of tremendous propor- 
tions because of lower costs and more income and all the resulting 
factors of industrial activity with which you are familiar. 

The basis for the kind of depreciation system we have today started 
out in the early 1930’s, and I think, if we could get the whole unhappy 
history of this into focus, we could get to a solution of our problem 
quite quickly. 

Before 1934, depreciation allowances provoked little or no contro- 
versy. ‘Taxpayers had been given considerable latitude in selectin 
depreciation rates on the sound ground that tax advantages gaine 
by high rates of depreciation in the early years of an asset’s life will 
be canceled out by the exhaustion of the depreciation allowance in 
the later years. 

All this suddenly changed in 1934. 

In 1933 and 1934, the Congress needed substantial revenues to 
finance the ambitious public works programs of the day. But the 
great depression was at its height, so there was little to tax. 

The House Ways and Means Committee finally proposed to meet 
this situation by reducing all depreciation deductions by a flat 25 
percent for the years 1934, 1935, and 1936. 

At this stage, the Treasury Department entered the picture with a 
change in depreciation, the problem which lies at the root of our 
present depreciation difficulty. It was concerned, and rightly so, 
about the constitutionality of the proposed 25 percent cut in depre- 
ciation deductions. So, it proposed to raise the same amount of 
money “administratively.” Its plan was immediately adopted, and 
it was embodied in what is now the very famous regulation TD-4422, 

The Treasury plan—and this was implemented and it is still with 
us today—was to place the burden of proving the propriety of all 
depreciation deductions on the taxpayer. In order to obtain a deduc- 
tion based on the probable obsolescence of a piece of productive equip- 
ment, the taxpayer was to be compelled to prove affirmatively that 
the equipment would become obsolete within a given time. 

But obsolescence, and useful lives, and depreciation rates, can never 
be proved with scientific accuracy. At best, they are an educated 
prediction based upon past experience, current developments and 
future expectations. 

The shift in the burden of proof was designed purposely as a 
weapon cloaked in the guise of a change in procedure with which to 
achieve indirectly the 25 percent reduction of depreciation deductions 
which the Treasury feared Congress had no power to enact. 


Now, this TD-4422 did not stand alone. It was implemented with 
a Treasury Department table of useful lives called Bulletin F. They 
took, or undertook, the almost impossible task of taking every de- 
preciable item in the United States and assigning a depreciable life 
to it—and a long enough life to increase taxes. 

This table was originally issued as a guide, and then, subsequently, 
as you gentlemen know, coupled with the harsh burden of proof rule 
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of TD-4422, it became the rule, and then a bible. History shows 
that when you issue a table of depreciable lives to revenue agents, they 
follow it, no matter what qualifying or enpunatiey information you 
add to it or present to agents in Service conferences. 

Bulletin F was always an antiquated document looking backward 
instead of forward. It was last revised in 1942—1 month after Pearl 
Harbor. 

Now, on top of this TD-4422, and these long depreciable lives in 
Bulletin F which were based on the experience of the 1930’s (when 
nobody was replacing or modernizing to speak of because there were 
practically no funds in the depression period) the Treasury evolved 
what they called “mortality tables” in figuring depreciation rates. 
These were studies of the taxpayer’s own earnings, and the more back- 
ward and the more unrealistic the small company, or any other com- 
pany, was in its depreciation policy and the more unreasonable the 
agent in prior years, the more the taxpayer was stuck with it. Ifa 
company had followed an unenlightened policy of not replacing and 
modernizing for any reason, including the duress of an agent, then 
the Treasury came in in the later year and said, “Well, here is the 
history of what you have been doing, and that is what you should 
use for the future.” It has proved virtually impossible for taxpayers, 
particularly small taxpayers, to break this vicious spiral. 

Now, there are three principal reasons why I think we need to get 
rid of Bulletin F and the TD-4422 concepts and follow a pattern 
somewhat like the Canadian system and the British system with their 
simpler classification, shorter lives, and greater initial allowance. 
These are the reasons: 

First, it is a simple matter of fairness. Under the present practice, 
with its unfair burden of proof and spiral thinking, it is virtually 
impossible to prove a case for increased depreciation rates. You 
simply cannot do it. It is a matter of prophecy, not proof. The 
large corporations do pretty well. They can hire lawyers and econo- 
mists, and they can work out studies and tables, and generally in the 
more dynamic industries, like electronics, aircraft and automobiles, 
they are writing off productive equipment on a reasonably realistic 
basis. Even here, some companies need to shift gears to be competi- 
tive on costs. 

The medium-sized company and the smaller company, depending 
to a considerable extent on the policy in a particular district office, 
meet insurmountable difficulties in trying to prove their case for de- 
preciation. It is always a haggle; it is always a compromise, and I 
can’t emphasize too strenuously, as a second reason for change, the 
hours that have been wasted and the legal fees that have been un- 
necessarily a in these wrangles over depreciation. 

Senator Smaruers. Mr. Barlow, isn’t it a fact—I wish you would 
elaborate on that a little bit—that the small company which appar- 
ently does not have the big legal section, which does not have the 
capacity to hire tax experts, usually carries the brunt of this out- 
moded tax system, more so than even the bigger companies, because 
the big companies can usually make their case 

Mr. Bartow. In my experience, the smaller companies as a general 
rule, have longer depreciable lives and smaller depreciation rates 
than the larger companies. 
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Also, on the basis of recent studies, including the Johns Hopkins | 
survey, the old-line industries such as textiles, as compared with the | 
newer dynamic industries, have lower depreciation rates because the 
have not gone into the Treasury to show or they are not able to show | 
that because of changes in the art and design in their facilities they | 
are going to be obsoleted earlier. I think you are right, Senator, 
that the smaller company is at a disadvantage under this unfair rug 
that you must sp definitely how long each depreciable facility jg 
going to last. You cannot prove it. Depreciation cases simply get 
into a posture of how articulate you are, or what kind of a horse eee 
youare. That isa poor basis on which to collect taxes. 

One of the reasons that I feel more strongly about depreciation rates 
than I do even about tax rates is that everybody similarly situated | 
pays the same tax rates, but not everybody is competing his income 
on the same depreciation rates, and it is so basically unfair. 

Now, that is one of the reasons that the proposal I favor is the 
“bracket,” or modified Canadian system. It not only sets a maximum | 
limit on depreciable rates but a minimum limit as well, so as to fore | 
the unenlightened businessman, be he small or large, to get his de 
preciation rates within the permissible bracket where he is being 
realistic, and not continually overstating his income and overpaying 
his taxes and gradually liquidating his business. 

I would like to mention right a on a related depreciation point 
that it has been my experience since 1952, in the renegotiation case 
with which I am familiar, that, to a very considerable extent, the' 
so-called “excessive profits,’ as determined by the Renegotiatio 
Board under the 1951 Act, represent nothing but paper profits that 
result from inadequate depreciation allowances. I know of many in. 
stances of competing companies in the same industry in which one 
pays a refund of excessive profits because it has a depreciation rate 
of only 5, 6, or 7 percent, while its competitor who has a realistic 
depreciation rate refunds no excessive profits because its profits ar) 
properly reduced by a realistic depreciation deduction at a 10- or 12 
percent rate. Companies and particularly small- and medium-size 
companies have been making refunds to the Government which really 
represent the depreciation the Government would not let them deduet 
under its outmoded tax depreciation policy. 

Thus, not only in the tax area, but in statutory renegotiation which) 
has snowballed into a very formidable tax without a rate, the small 
businessman or any businessman, medium or large, who does not have 
a realistic depreciation deduction is overstating his income and over) 
paying Uncle Sam twice. The Government, thus, is seriously reducing) 
sorely needed working capital and industry’s ability to modernize for 
both defense and civilian production by increasing taxes and reneg 
tiation refunds by a shortsighted depreciation policy. 

Senator Smaruers. Mr. Barlow, let me display a little of my ig 
norance by asking you a question which probably defies answer. But 
maybe you can help me with this: 

Suppose there were two mining companies, one big and one small 
both using the same kind of machinery. Is it possible under our presett 
laws that the larger company might be able to get a better depreciatiol 
rate because of the fact they go before the local Internal Reventt 
Service and make a case, whereas the small company, not being awart 
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. | of what can be done, and — not having the money to do it, is 
Ins | not permitted to have the same depreciation rate on identical 
the machinery ? 

hey Mr. Bartow. There is no doubt about that, Senator. It is possible. 
‘OW | But, let me say this: I think the Internal Revenue Service under our 
hey Government policy has been trying to be helpful to the small company, 
tor, | and I have a feeling that if these two companies were in a small town, 
ule | say, in Colorado, and in the same district, that the Internal Revenue 
/ 8 Service, in fairness, would try to allow them depreciation on the same 


asis. 
ie P I suspect the Service would be inclined to reduce the depreciation 

allowance of the larger company if the smaller company were using 
eS 9 lower rate. One of our problems here is that in many industries 
ted) the small unenlightened company often sets the pattern for the rest 
mé| of its industry. I do not mean to imply, of course, that all small 

companies are unenlightened ; I can tell you that some small companies 
the | are very smart and have a very realistic depreciation policy. Some 
| of them do better than the large companies. Revenue Service officials 
Fy are striving for uniform treatment, although they decentralized the 
de. Engineering and Valuation Section, which, as an aside here, is a mis- 
ing’ take. We are not getting anything like uniformity of treatment 
Ng) throughout the United States. I am involved in tax cases in most 
.,| of the district and regional offices in the country, and I find, for ex- 
iit} ample, that depreciation policy in the Boston area is very restrictive, 
oes oad ir the highly industrial areas, like Detroit, Chicago, and Los An- 
the geles, the Service is somewhat more reasonable, but never liberal as 
10} compared with the practices and policies in Canada and other indus- 
hat} trial nations. 
In your illustration, Senator, I believe the Service would try to level 
one} out the allowances. But, as you can see, the trouble is that the un- 
enlightened fellow hampers the realistic depreciation approach of the 
fellow who really knows what he is doing. That is at least my ex- 
perience and my observation. 

As I was mentioning before your question, the second reason why it 
seems to me we have to get rid of the outmoded Bulletin F wear- 
and-tear concept is that, entirely apart from the inadequacy of exist- 
ing remedies, there is a desirability of reducing the number of contro- 
versies with the revenue agents, and I want to emphasize that again. 

The third reason, and by far the most important, is that present 
tax depreciation policy fosters obsolescence. Under the present de- 

reciation rates, small companies, medium-sized companies and even 
arge companies, are not getting their investment behind them by the 
Aig time economic considerations dictate replacement. Their reserves for 
replacement are inadequate, they are operating with high-cost obso- 
*8*| lete facilities, and between high tax rates and unreasonably low de- 
. | preciation rates, they cannot afford to buy new facilities. They have 
if no cash flow and no working capital for facilities, or for research and 
But development to improve them. 

| _ Now, somebody always asks, “Well, we have had a terrific expan- 
ill) sion of capital facilities in this country in the last few years since 
sell! 1955. If our depreciation is so unrealistic, why have we had this 
til) expansion ?” 
nue think there are two answers to that: 
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First, 5-year amortization came into the law in 1950. The benefits 
from the 60 months’ writeoff, which continued until 1958 and even up 
to 1959, created a continuing cash flow of working capital through the 
20 percent annual amortization deduction which was carved out of 
the excess profits tax and later the normal and surtax tax. It was 
those funds to a very considerable extent that made possible this con- 
tinuing momentum in our economy and the expansion of capital 
equipment. 

The other answer to the question, of course, is the obvious one: If 
we had had a realistic tax depreciation policy, maybe we would have 
done even better, and we wouldn’t be losing ground to Russia and 
Western Germany in productivity and gross national product. Just 
possibly we wonld have a lot more momentum than we have today, 

It is very difficult to prove what might have been. But, in any 
event, unless we change our policy, the result will be a continuing 
vicious circle of higher costs, lower profits, less replacement, and, by 
no means incidentally, a continual drying up of revenues for the 
Government. One of the reasons our tax structure is inadequate to 
balance a cold-war budget is the shackles it puts on facility expansion 
and modernization. 

In this connection we must remember that most companies have to 
replace and modernize their eauinment out of retained income. Seme 
comnanies can borrow or obtain additional equity capital. The 
smaller companies are at a disadvantage, because of their limited ac- 
cess to the canital markets. Scientific studies show, and the sympo- 
sium of the Tax Institute established, that the rate of replacement and 
modernization varies directly with the rate of cash flow represented by 
depreciation deductions. 

Now. there is one other aspect of this depreciation problem that I 
think this Small Business Committee would be interested in, and it 
is very important. 

The pinch of these antiquated depreciation policies is felt, first. as 
we know, by the smaller companies. They have the more obsolete 
plants because of unsatisfactory depreciation practices in the past. and 
the unavailability of outside capital funds. This makes them higher 
cost producers, generally, and unable to compete effectively. There 
are, of course, notable exceptions. 

I am familiar with some small companies that can outcompete any 
of the big ones, but generally the picture is that the small company 
is at a disadvantage competitively and to a very considerable extent 
because of the retention of high-cost obsolete machinery and equin- 
ment. They cannot improve their situation because they are not able 
to establish reserves after taxes for the new facilities they need. 

Many small companies have the problem of avoiding penaltv taxes 
on the so-called unreasonable accumulation of earnings. Although 
this tax penalty has been ameliorated. nevertheless they still feel 
forced to distribute their earnings to their shareholders so they won't 
run into the penalty. This also reduces their working capital for 
modernization to make them able to compete. Actually. becanse of 
inadeauate depreciation, they are really, and sometimes unknowingly, 
distributine capital, not earnings. 

Many of them are running out of resources. and the tendency has 
been for small business to sell out or merge. I spend a great deal of 
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my time as a tax lawyer merging small companies into big companies, 
just because of the impact of the tax laws, and particularly because of 
the devastating effect of inadequate depreciation practices. 

Thus, depreciation policies foster a trend toward economic concen- 
tration and an increasingly difficult climate for small businesses. 

This is antithetical to the whole purpose of the antitrust laws and 
our general economic policy. ! 

Our tax depreciation policy works exactly against our antitrust 
policy, which, as you well know, seeks to avoid this economic concen- 
tration that is taking place. 

It is my observation that many small businesses merge and go out 
of business not so much because of their family estate tax problems 
and the need to diversify investments, but principally because they 
haven’t had adequate working capital under an enlightened deprecia- 
tion policy, and they haven’t stayed modern or able tocompete. They 
see no prospect under current Treasury allowances of recouping any 
new investment in any reasonable period of time, so they sell. 

I would just like to review very briefly, before I explain further the 
proposal I believe would solve this problem, what is happening in 
other European countries. 

The relative obsolescence of American industry is not unrelated to 
the depreciation policies of other leading industrial nations, as we 
know. Once again I want to emphasize that the United States is the 
most backward of the leading industrial nations in tax depreciation 
policy. 

In West Germany the experience has been that productive machin- 
ery and equipment can be charged off over a 10-year period with accel- 
erated deductions in the early years. 

In Denmark, 50 percent of the cost of machinery can be deducted in 
the first 5 years. 

In Sweden, machinery and equipment can be written off in 2 to 5 

ears. 

In Holland, a 10-year chargeoff is normal, with accelerated rates in 
the earlier years and an investment allowance that allows deductions 
of more than 100 percent of costs. 

France and Italy have allowed adjustments and depreciation ad- 
justments for the effect of inflation just as Mr. Peloubet has proposed 
this morning. 

I have some concern just as a matter of political realism whether 
our Congress will minimize the impact of inflation on industry before 
it takes care of individuals on limited fixed income, if, of course, it 
has any inclination to do either. 

The United Kingdom allows an initial allowance in the first year of 
30 percent for machinery and equipment. I might say that in my ex- 
perience and the experience of our firm in setting up companies 
abroad, we have found that you can sit down with the tax authorities 
of most of these industrial nations of Europe and Canada and work 
out liberalized arrangements for the writeoff of investment that go 
beyond the stated tax depreciation policies. We have no comparable 
administrative practice in this country. 

For the last 10 years, Canada has followed a basic groupings sys- 


tem under which depreciation rates are twice or more the compara- 
ble U.S. rates. 
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Under the Canadian system, depreciable property is divided into 
17 different classes which may be depreciated at not more than a 
maximum rate specified for each class. The taxpayer may choose any 
rate not greater than the specified maximum and may vary the rate 
from year to year, so long as the maximum limit is not exceeded. 

The declining balance method is mandatory. In other words, Ca- 
nadian taxpayers are required to use the one method we adopted in 
the 1954 code. All machinery and equipment is in class 8 and may 
be depreciated at a 20 percent rate, as against our 3 percent, 4 per- 
cent, 5 percent, 7 percent rates. 

The United States is getting into a position where it can no longer 
effectively compete with these countries unless it also adopts realistic 
depreciation rates, as these countries have done. 

Now, while other nations forge ahead, and Russia is investing in 
capital goods at an astounding rate, we are operating under a depre- 
ciation system more than a quarter of a century old, a system that has 
a profoundly deterrent effect on capital investment, and is partic- 
ularly hard on taxpayers with restricted access to outside capital. 

The irony of this old ruling, TD-4422, is that it was a substitute 
for a short-term, 3-year program. And it is still with us. Because 
it took the form of an administrative change in procedure rather than 
a substantive legislative program, it has stayed with us for 25 years, 

Twice when national emergencies struck this country, we have had 
to resort to emergency depreciation programs to pull us out of the 
hole. First in World War IT, as you gentlemen know, and then in 
Korea, we had to adopt a 5-year amortization to solve our capital 
investment problems. 

It is time to learn our lesson and take action before we enter this 
very serious area of national survival. 

In one of his last speeches, President Roosevelt called for recogni- 
tion of the deficiencies of our tax depreciation concepts and a change 
to a better system after wartime amortization terminated. 

But little was done until 1953 and 1954, when the deductible declin- 
ing balance and sum of the years’ digits methods were enacted into 
law, and revenue rulings were issued which appeared to back away to 
some extent from TD-4422 and bulletin F. 

I have taken a great deal of time, and I want to shortcut this presen- 
tation, if you gentlemen wish, to conserve your time, by pointing out 
that it was only through a correction of our unrealistic tax deprecia- 
tion program and policy by the adoption of 5-year amortization in 
1940 and 1950 that we got the kind of facilities and modernization that 
were necessary to carry on two wars. 

In 1958, as a result of the momentum given by this committee, a pro- 
vision was put into the law that facility acquisitions up to $10,000 
could have an additional 20 percent allowance in the first year. That 
‘is not unlike the British system, which allows an additional 30 percent. 
It seems clear to me, just looking at the British system and being a 
pragmatist, that, like all of these foreign systems, it is a good system, 
this initial allowance method, because it works. They allow 30 per- 
cent without limit, but we allow only 20 percent up to $10,000, which is 
not much incentive to provide the substantial expansion that is needed. 

It seems to me one of the simplest and, perhaps, one of the most effec- 
tive amendments that could be added to our tax depreciation structure 
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would be simply to write in about seven or eight words, and take off 
the $10,000 ceiling. 

Actually, the present provision isn’t helping most of the small- and 
medium-sized companies very much that are the concern of the Small 
Business Committee. 

It does little or nothing to modernize our plant in terms of national 
security. But if that ceiling were taken off, it would be very effective, 
despite the fact that it does not come to grips with the critical prob- 
lem of the length of depreciable life. 

The basic proposal to solve our problem is the modified Canadian 
system that has been referred to as the “bracket method.” This has 
been recommended by the machine-tool and cutting-tool industries, 
and many others. The bracket method, gentlemen, simply is the Ca- 
nadian system with one change. Instead of setting only an upper 
limit on the rate, as, for example, 10 percent on machinery and equip- 
ment, the bracket method sets a lower limit also, or, in other words, a 
bracket within which the taxpayer can claim depreciation “without 
having to assume any burden of proof. The bracket creates a stand- 
ard of reasonableness which cannot be challenged. 

Senator Bratz. What was that name? 

Mr, Bartow. Bracket, b-r-a-c-k-e-t. 

Senator Bratz. Yes. 

Mr. Bartow. It is a name that has been evolved because you put the 
permissible depreciation rates within a bracket for each class of: facili- 
ties. 

Senator Bree. I just wanted to know the name. 

Mr. Bartow. You have an upper maximum rate beyond which tax- 
payers could not go unless they assumed the burden of proof, but as an 
improvement on the Canadian system and particularly to help small 
business, you would have a floor under the bracket rates below which 
business could not go without explanation. This would suggest to 
management, and there is a problem here of management responsibil- 
ity, that they ought to keep their rates within the allowable bracket, or 
they will be overstating their income, overpaying their taxes, and 
unnecessarily making renegotiation refunds. Once more let me stress 
that the only difference between this and the Canadian system, which 
again pragmatically is to be recommended, is that the bracket method 
would set a lower limit, so that there would be, in effect, what might be 
called a bracket of reasonableness, or a standard of reasonableness for 
the writeoff of facilities. ‘The rates would be comparable to those in 
Canada with emphasis on obsolescence and not historical studies. 

Managements of some companies are so concerned about profits, and 
keeping access to the equity markets, that they are tenipted in periods 
of low income to adjust their depreciation downward. Then, it seems 
to me, they are being very shortsighted, because they compound their 
problem later when they need to have modern machinery and equip- 
ment and they have no adequate reserves. 

a are two further comments that I would like to make, and they 
are these : 

As a result of the 1954 amendments, revenue agents couldn’t believe 
their eyes, just to use an expression, at the increase in depreciation 
deductions. Toa very considerable extent, revenue agents consciously 
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and unconsciously have been trying to minimize the advantages of the 
1954 code by lengthening depreciable lives and carving out larger 
salvage values. These attitudes and practices have somewhat nullified 
the intended benefits of the new 1954 provisions. 

As a matter of fact, the Treasury regulations put a new emphasis 
on salvage value that, as I have told the people in the Treasury, seems 
to me to be wholly unjustified and unwarranted under the law. 

In other words, in setting up depreciation of a facility, the Treas 
now takes the position, as a hard and fast. rule, that you must initially, 
before starting the writing off of the cost of a facility, carve out a 
substantial residual value or salvage value irrespective of past practice, 

Well, it isn’t difficult for any layman to see that it is just as im- 
oun to prove or even estimate what. the salvage value is going to 

some years from now in this technological world of ours as it is to 
prove the length of the economically useful life. This isa new source 
of controversy and just as meaningless and fruitless as the present 
haggling over depreciable lives. 
e Treasury, in its most recent regulations, has gotten away some- 
what from the straight-line physical wear-and-tear concept of de- 
reciation, but one reason we have not had more relief from the 
iberalized depreciation provisions of the 1954 code is that the old 
TD-4422 and Bulletin F physical life concept still haunt us. Reve- 
nue agents in the field, quite understandably, are trying to implement 
that policy, in addition to the policy that evolved under the liberalized 


provisions of the 1954 code. They are in conflict, and legislation is 


needed. 

One final phase should be mentioned that has to do with capital 
- treatment on the disposition of facilities under section 1231, 

any companies have seen the obvious advantage of writing off their 
facilities against ordinary corporate rates and then selling the facili- 
ties later at capital gains rates under the provisions of section 1231. 

Actually, this is a problem of small-, medium-, and large-sized com- 
panies, and it is my opinion, as an individual tax lawyer, that, with 
realistic depreciation rates, we could get rid of the capital gains treat- 
ment under 1231. In practice, revenue agents are not allowing com- 
panies capital gains treatment on those facilities, anyway. 

If a taxpayer has a lot of capital gains on the disposition of facili- 


ties, the revenue agents simply extend the depreciable lives and in- | 


crease salvage, thus reducing the depreciation allowance, and the tax- 


payer does not get the benefit of the capital gains treatment, anyway. | 


o, I would advocate, as do many tax advisers, that we get rid of 
capital gains treatment on the disposition of depreciable facilities, but 
only on the condition that we move up and become cognizant of the 
need for a thoroughly realistic tax depreciation policy and enact 
legislation which will put it into effect. 

Mr. Messick. Do you think, Mr. Barlow, that the majority of indus- 
try would be willing to exchange the capital gains treatment for 
liberalized depreciation plans of one sort or another? | 

Mr. Bartow. It is not possible, of course, for me to speak for indus- 
try generally. But, in my exposure to various business groups, I have 
found they concur in this thought and recommendation. I happen 
to be chairman of the Taxation Committee of the U.S. Chamber of 
Commerce, which voted in favor of getting rid of the capital gains 
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provision on the condition that we get something comparable in 
depreciation allowances to what other industrial nations have. 

f think at the Tax Institute symposium on depreciation there was 
general agreement, with one exception, that section 1231 could go by 
the boards, because basically it is unfair, except, possibly, for the 
inflation factor, to write off the cost of a facility at ordinary income 
rates and then dispose of it at the 25 percent capital-gains rate. 

The inflation factor cannot be overlooked, particularly if the de- 
preciation system is not thoroughly realistic and fair and fails to 
minimize the impact of inflation. There is a considerable penalty 
on the disposition of productive facilities not to treat them as capital 
assets, because usually the value or gain is principally due to infla- 
tion, and deflated dollars have to be used to replace the equipment 
disposed of. Thus, there is a justification for Section 1231 treatment, 
but eliminating it would be a small price to pay for realistic deprecia- 
tion. 

Actually, as a practical matter, it does not have much utility any- 
way, because the Treasury is really not allowing taxpayers to take 
capital gains on depreciable facilities. I would be less than candid if 
I did not say we are not giving up very much when we say we would 
be perfectly willing to get rid of section 1231 as the quid pro quo for 
adequate depreciation. 

Senator Brsze (presiding). Does that complete your testimony, Mr. 
Barlow ? 

Mr. Bartow. Yes, sir. 

Senator Brstz. Senator Morse. 

Senator Morsn. I want only to make a comment or two, Mr. Chair- 
man, by way of a plea for more help from the first two witnesses in 
some matters which I think they are particularly fitted to help us. 

I wish some way, somehow, we could get the sound economics of 
the testimony of these first two witnesses before the whole Senate 
and the whole Congress and understood by them, because this is a 
perfect example, Mr. Chairman, of where, in the legislative process, 
too many legislators neither have the time nor are supplied with the 
ao to come to grips with the problems these witnesses have 
raised. 

I happen to believe they are unanswerably right, and that we are 
really dealing here with some problems of abstract economics which 
in some way, somehow, we have to get enacted into law. 

We are never going to get them enacted into law unless you can 
get the politicians to understand them. Not only the politicians, but 
you are going to have to get, may I say to these experts here, public 
opinion disabused of some prejudices. 

I think your economic case is made by these two presentations, and 
I know it will be supplemented by the others. 

At the risk of akng a minute or two which eats up the time of 
witnesses whose testimony is more valuable than my comment, I 
wish to say this: There is no doubt about the fact that we have to get 
rid of Bulletin F. It has simply become outmoded. 

Not only is there no doubt about the fact that we have to take a 
more enlightened approach to this problem than Canada is taking, 
but because, as both of these witnesses have pointed out, Mr. Chair- 
man, the sad fact is that in applying our tax policies of this country 
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we have violated a pretty fundamental principle, and I use it in its 
real sense, of American justice, namely, the lack of uniformity. 

If there is anything basic to our way of life, it is at least this goal of 
being uniform in the application of the prohibitions and the require- 
ments of government. e are certainly not doing this in the ad- 
ministration of the tax laws. 

If you would dig into the experience of these witnesses, by way of 
specific examples, it would not take long to prove it over and over 
again. I am going to take judicial notice of it on the basis of what 
we already know. 

What I want to suggest to you gentlemen is that there are three 
points separate and distinct from the economies of this problem that 
I think you have a job to help us with, and, may I say to my liberal 
friends in the Congress, we have a job to do on it, too, because here 
is a place where we can make a great contribution, I think, to the 
public life, because liberals can never justify ae a stand on eco- 
—_ issues which are political and not economic. ‘Too often liberals 
do that. 

We have to get across to American public opinion the application of 
the sound tax economics that I think you men are advocating this 
morning, which does not in any way cheat the American taxpayer. 

I do not have to tell you what you can do on a political platform 
with a subject matter like this if a politician wants to demagog to 
get votes rather than lead the public to the facts and get the votes on 
the basis of the facts. 

This is not the forum in which to do it, I admit, but you have to 
prepare a case where it can be used in other forums. 

ou men just make passing reference to it in your testimony. You 
take it for granted, but you are not helping the politician any unless 
you give us the information, the factual information, so that we can 
meet this charge in rebuttal, not only on the floor of the Senate but 
on the political platforms of America, because it is on the political 
platforms that your laws are made, after all, not in the Senate. 

You must help build up a case here showing that the application 
of this kind of tax economics will not cheat the American taxpayer; 
to the contrary, it is going to help the American taxpayer. And you 
know the type of information you can develop which will do that. 

I think it is important that we make clear that this is not a tax 
dodge, we make clear this is not a scheme on the part of industry to 
pass a greater tax burden onto the shoulders of the nonbusiness com- 
munity. But, I am sure it can be demonstrated—as I sat here fol- 
lowing you two men this morning, I thought, out of my own knowl- 
edge and experience as a lawyer, of the types of proof which can be 
advanced—to show that it will mean, in the long run, less taxes for 
the masses, and how important that is when you are trying to sell a 
legislative reform. And we ought to be able to demonstrate that 
truthfully and by way of proof. 

Secondly, I think you have another case to make in this argument 
which is going to be helpful in getting legislative reform that you 
need, and that is the effect of this kind of tax program, with the 
resulting expansion of the economy and new tax dollars it would 


create which otherwise would never come into existence, as a check | 


on inflation. 
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You keep talking about, “We need this because of inflation.” You 
need it, in part, because of inflationary trends, and yet I think there 
is a whole body of argument which can be developed and substan- 
tiated. This is only one. There are many other things we have to 
do. We have to do one step at a time. iiinss 

But I think this is one of the economic reforms which, it can be 
demonstrated, if you had some others to go along with it—it will 
not do it all alone, but it would be helpful—could actually function 
asa check on inflation, I think that is very important. 

Lastly, I think you have done a remarkable job on this one, but 
there is more that can be done, that this kind of a tax reform is for 
both small and big business. And, certainly, here is the place, al- 
though this is the Small Business Committee, in which we ought to 
recognize that you help small business as you help big business in 
this field, too, or medium-sized business. deft j 

There is no difference here, if you believe in the principle enunciated 
that we ought to have a tax structure which follows, uniform princi- 
ples of tax policy, and not discriminatory ones, as between big and 
small business. I have never bought that, anyway, and I am not 
buying that now; and that is why I do not think much about the 
$10,000 ceiling provision. 

But I think here you have to help us show, with a body of material 
which can be advanced, that, through such a reform as this, you not 
only expand this economy of ours but you give assurance that this 
system of an economy can continue, because I happen to be one of 
‘lesen liberals who has great fears these days as to whether or not 
this system can go on in perpetuity unless we eliminate from it some 
of the injustices of this kind of a tax structure. 

I wanted to make those comments, Mr. Chairman, because I am 
afraid you witnesses—and it is always understandable—get this only 
from the standpoint of the art of your profession and the economic 
problems as you see them and forget that, as a group of politicians, 
we cannot be of much help to you unless you are of help to us in 
implementing the politics in this problem. This is not only an eco- 
nomic problem but it is a political problem, too. 

If you could help build up a body of information which would 
help, at least me, on those three points, as a liberal, I certainly would 
be in a better position to plead for this kind of tax reform which I 
think is sorely needed, as you pointed out, from the standpoint of 
the security of my country and from the standpoint of perpetuating 
our free-enterprise system. If you do not get this kind of a tax re- 
form, the — is you are going to go into an economy of cartel- 
ism or monopoly. 

You talk about spending much of your time merging small busi- 
nesses into big business, which is pregnant with implications as to 
what will happen if, 20 years from now, that has become the com- 
mon economic pattern in the United States, and then the boys will 
be running to liberals like me to try to save the system, because we 
recognize that monopoly and cartelism lead to the destruction of 
political freedom, too. 

That is the kind of help I plead for with you, because I think you 
have a great responsibility here, and one of the reasons this is so difficult 
is that it has no political sex appeal at all, none at all, and liberals 
have a chance to do something about that. 
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You give us the information which we need to meet the kind of attack 
the demagogs will make on it in the first instance. I want to leave 
that impression with you. 

Senator Bree. Thank you very much, Senator Morse, for your 
observations. 

I would be very happy to have comment from you, Mr. Barlow. 

Mr. Bartow. Senator Morse, I would like to respond to that by 
saying that I would very much like to sit down and visit with you 
sometime, and with other Senators, and see how we can articulate 
this position politically and give this program real momentum politi- 
cally, because I agree with you that, economically, there is just no 
argument against a change in our tax depreciation policy. 

enator Morsg. I will be glad to talk with you. 

Senator Bratz. Thank you very much, Mr. Barlow. 

May I ask just a couple of questions to clarify my thinking a bit. 
It seems to be conceded that Bulletin F is completely outmoded. I 
guess we have no question about this at all. 

You have commented on the Canadian and Swedish and Danish 
systems, and other countries which have more modern systems of 
depreciation, if you want to call it that. How long has the Canadian 
system been in effect ? 

Mr. Bartow. About’7 or 8 years. My recollection is that Canada 
adopted this system between 1949 and 1952. 

Senator Bretz. Eight years? 

Mr. Bartow. Yes. 

Senator Brete. Do these countries, which you claim are meeting this 
problem more realistically than we in the United States, revise these 
depreciation schedules frequently? When was the last revision in these 
countries which are outcompeting us in this field ? 

Mr. Bartow. Well, since World War II, this new depreciation pat- 
tern has been followed by these industrial nations, and the tendency all 
the time has been to liberalize the pattern. 

Great Britain did cut back from a 30 percent initial allowance to a 
10 percent allowance because they were getting all the expansion they 
wanted, and there were other economic considerations. 

But, generally, since World War II you have had this pattern of 
the new tax depreciation approach in these other industrial nations, 
and they are getting more liberal. 

The West German machine-tool industry is larger than the machine- 
tool industry in the United States today, and it was practically leveled 
to the ground in 1940 to 1945. 

Senator Brete. How much of that would be attributable—I guess 
the question is difficult—to a more modern depreciation schedule ? 

Mr. Bartow. Perhaps all of it. I think the thing which motivated 
the German industrialists to go ahead and rebuiid their plants and put 
in the most modern machinery in the world was the fact that they 
could do pretty much what they wanted with their investment in 
writing it off against profits. 

You see, today the American businessman and the small businessman 
has no assurance, when he buys a $50,000 machine tool, that he is ever 
going to get his investment back, if he has to wait 25 eer to write 
it off. If we look at just the plain facts and philosophy of business 


and the profit system, it will be plain that people will not spend money 
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unless. they can see a return of their investment and a little profit, 
besides, within a relatively short period of time. 

This is what was understood in Europe in 1945. The governments 
said, “If you will rebuild your plant, Mr. Krupp, or if you will 
rebuild your machine tool plant, Mr. Heller, you can write it off 
against profits about any way you want to.” Then they evolved these 
liberal depreciation rates and these new systems. 

Senator Brste. What is the historical pattern in that respect? 
Germany now has tightened up or moved backward on that depre- 
ciation ? 

Mr. Bartow. No; Germany is very liberal today on depreciation. 

Senator Brstz. They still are today? 

Mr. Bartow. Yes. 

Senator Brstz. Have they seized the world market, if that is the 
proper word? If er do it in machine tools, will they change the 
depreciation schedule 

Mr. Bartow. I do not think so, because they realize they cannot 
rest on their oars. I am afraid we have become too complacent 
in this country. Apparently, we felt we were the No. 1 industrial 
nation in the world, and, no matter what we did, it was right; we 
would get along all right no matter how we hobbled industry. 

Germany certainly has no feeling of complacency. Everything 
shows they realize that, having built up a new machinery and equip- 
ment industry in a highly technological period, they have to keep 
building and stay right up to scratch. They have the Russians next 
door to them, who are investing, as you know, a very much larger part 
of their national wealth in capital equipment and expansion in basic 
equipment. 

I am in the role of a prophet here, but I do not think they will 
change their depreciation pattern. 

Senator Brete. Your feeling is that, in order to stay competitive, 
they will keep liberalizing it ? 

Mr. Bartow. Certainly. They have found out that it works. They 
found out that they get more revenue for the Government because 

rotits of companies are higher because modern facilities make costs 
Sins and their markets larger. The taxable income in the West Ger- 
man state isremarkable. Even with almost a hundred percent writeoff 
in some categories of productive facilities their fiscal picture is excel- 
lent. They are taking much of our South American markets for capi- 
tal goods industry because of their low-cost production. Not only are 
their labor rates lower, but only about 10 percent of their industrial 
plants are over 10 years old, as compared to 65 percent of ours. 

Senator Bratz. May I ask just one other question? I do not think 
this was in your testimony, or, at least, I did not catch it in your 
comment on it. You adopt very much of the Canadian system as your 
cis. Sy or as your suggestion as one of the methods of meeting this 
problem—— 

Mr. Bartow. Yes. 

Senator Brete (continuing). And modernizing an otherwise out- 
moded depreciation system. 

Why do you object to that feature of the Canadian system, if I 
understand it correctly, which permits the individual or the company 
to vary the amount of depreciation he takes up to the maximum 
allowance? As TI understand it, you object to that. 
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Mr. Bartow. No, I approve that. He should have a right to go up 
to a maximum allowance. But I also say we ought to put a floor 
under the allowance to set up a standard so that small companies, 
particularly, will not take too low a rate and periodically fall back 
on their old rates and overstate their income and overpay their taxes. 

It seems somewhat paternalistic, but I have a feeling that, if the 
Government would set, as a standard of reasonableness of writeoff, 
the experience overall in an industry, and say to the management that 
may not be too enlightened that here is the standard and you have got 
to explain why you go down to an unreasonably low allowance, small 
business particularly would be greatly helped. Of course, I do not 
think practically there is ever going to be too much of a problem about 
explaining a low rate. Revenue agents are interested in collecting 
revenue, and if somebody wants to go down the scale they are likely 
to let him go, since it will increase his taxable income. But, you do 
have this problem of the small company trying to impress his banker 
and his stockholders, and understandably, because that is the only 
way he gets money to keep his business going. 

enator Brste. My understanding is that you went to this class, 
whatever it was—— 

Mr. Bartow. Class 8 happens to be machinery and equipment. 

Senator Brstz. Machine tools and equipment. 

Mr. Bartow. Yes. 

Senator Brstz. And that allows up to 20 percent each year, as I 
understand it. 

Mr. Bartow. Yes. 

Senator Bist. I understand, from the Canadian system, that if I 
were a small tool manufacturing concern, I could take 20 percent this 
year, I could take 5 next year; I could vary it. Is that correct? 

Mr. Bartow. In theory yes, but actually no. If such a pattern 
developed (which is most unlikely) the Government would put a sto 
to revenue fluctuations. They require the declining-balance method, 
and the reason we refer to it as 20 percent is because, in effect, it is 
about a 10 percent rate, but, with the double declining balance, it 
becomes close to a 20 percent rate. 

This is not too technical, but, if we in this country—since we have 
the declining-balance system and we have the sum of the years’ digit 
under our 1954 code—were to put a 10-year bracket for machine tools, 
that would mean that two-thirds to three-fourths of the cost could 
be written off, under these new methods, over the first half of the life, 
which would be 5 years. That would be comparable to the Canadian 
system, which in effect is a 5-year writeoff maximum, 

Senator Brsze. I see. 

Senator Morss. I have one more question. 

I listed three subject matters or three places in this problem where 
you could be of help to us, and I want to add a fourth. That is the 
advantages of automation which will flow from this program. And 
you know where we have a job to do in getting people to see the advan- 
tages of that. That is American labor. 

What we have to do is collect a body of information and facts which 
will demonstrate to American labor it is not in its interests for obso- 
lescence to be perpetuated, but that it is in its interests in the long 
run, from the standpoint of jobs and job income, that we do what we 
can to keep industry as modernized as possible. 
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The benefits which may flow to labor economically will fall into a 
different class of consideration, but they certainly have no right to 
oppose progress through automation. 

And I would say that there are too many in the field of labor who 
take that position. They will deny it, but their policies belie what 

hey say. 

So ol too, you have to be of help in giving us the information, 
making it possible for us to stand up on the floor of the Senate, or on 
a political platform, and say this is in the longtime interests of labor. 
You have to do it for the farmer, too, because at first he is not going 
to be your colleague in this, as far as a political force in America is 
concerned, until you get him to see, along with labor, this is the way 
tostrengthen this economy. 

You know the kind of material] I have in mind, but I do not have the 
resources or the facilities to get the data. 

Mr. Bartow. Senator, a lot of that data has been compiled. Inci- 
dentally, two of the larger labor unions have indicated that they may 
support liberalization of depreciation. And, as you know, Senator 
Proxmire has pointed out very graphically, on behalf of labor, that 
American industry is moving abroad in the capital goods industry. 
Of course, this results from the lower labor rates in Europe, the re- 
strictions on American imports, and also the more realistic tax de- 
preciation allowances over there. 

Americans can build plants over there and write them off in some 
instances in the first year of profits or the second year but always in a 
very few years. 

I believe we can document the case, and I am very grateful to you 
for your suggestion. 

Senator Biste. Thank you very much, Mr. Barlow. 

Mr. Bartow. Thank you. 

Senator Brie. We have three other witnesses. I think the hour 
is such that we cannot complete their testimony this morning. Ac- 
cordingly, we will stand in recess until 2 o’clock this afternoon, and I 
anticipate we will be able to complete the hearings this afternoon. 

(Whereupon, at 11:55 a.m., the subcommittee recessed to recon- 
vene at 2 p.m., of the same day.) 


AFTERNOON SESSION 


Senator Bratz. The committee will come to order. 
Our first witness this afternoon will be Mr. Robert Leeson, of the 
Universal Winding Co., Providence, R.I. 


STATEMENT OF ROBERT LEESON, PRESIDENT, UNIVERSAL WIND- 
ING CO., PROVIDENCE, R.I., AND VICE PRESIDENT, AMERICAN 
TEXTILE MACHINERY ASSOCIATION, VIENNA, VA. 


Senator Bratz. Mr. Leeson, we are very happy to have you here with 
us. 
Mr. Lerson. Thank you, sir. 

Senator Brstz. Do you have a prepared statement? Just be seated, 
Mr. Leeson, and proceed in your own manner. 

Mr. Legson. My name is Robert Leeson, and I am president of the 

Universal Winding Co., manufacturers of capital goods equipment 
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for the textile industry, textile machinery. My company probably 
would not be classified as small business. However, most of our cus- 
tomers are small business. 

I am also vice president of the American Textile Machinery As- 
sociation. 

i. er Brstz. How large a company is the Universal Winding 

O. 

Mr. Lesson. We have about 1,500 employees. 

Senator Brae. 1,500. 

Mr. Leeson. But, the textile industry, as was reported this morn- 
ing, is mostly small business, so I am very close to it from that stand- 
point; and I am also close to it as vice president of the American 
Textile Machinery Association, since we have 60 members, 40 of which 
are truly classified as small business. So, I come here representing 
them more than I do my own company. 

At the outset I want to recognize the contribution that these sub- 
committees have made in focusing attention on tax policy from the 
small-business viewpoint, not only in these hearings but, of course, 
through their participation in formulating the findings of the Select 
Committee on Small Business of the U.S. Senate in its 1958 report, 

We are also pleased to note that the Ways and Means Committee 
will be engaged in very extensive hearings on tax policy, beginning in 
November, and we hope that at that time the small-business aspect of 
the problem will not be overlooked and that major attention will be 
given to depreciation. 

To a greater degree than ever before, the Federal tax system has.a 
significant impact upon the economic health and growth of the United 
States. The effects of our tax system are not, of course, limited to the 
small-business segment of the economy. On the whole, reform should 
be made applicable to all industry, although there may be basis for 
special treatment for small business in certain cases, since some pro- 
visions of our tax system weigh more heavily on small business. | It 
is to these—and in particular the depreciation provisions of our tax 
system—that I will direct my remarks. 

One more general comment. While the committee’s announcement 
referred specifically to complaints concerning the difficulty of small 
concerns’ modernizing production equipment under a concept of “use- 
ful life” depreciation in an era of swift technological changes, rather 
than confine my comments solely to the problem of the period to which 
the writeoff methods apply, I will also comment briefly on both the 
pattern and the amount of the writeoff, since reforms to solve the 
problem of underdepreciation might be effected in any or all of these 
areas. 

Parenthetically, I might say that Senator Smathers asked earlier 
in the proceedings this morning about the 1954 code, and it might be 
said that the 1954 code applied to the pattern and not to the amount 
or to the useful life or the length of time, both of which I shall com- 
ment on. 

Senator Brste. I think it might be well, in the interests of time— 
because I recognize your request that you would like to get away by 
8—that your statement be incorporated in full in the record, just as 
if you had given it orally. 

r. Lenson. Yes, sir. 
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Senator Brsxe. I think it might be helpful if you would just high- 
light parts of your statement as you would like. I think that might be 
not only helpful to you but to us. 

Mr. come. Yes. I will be glad to do that. 

Senator Brstz. Just highlight the points. 

Mr. Leeson. I would like to read the next page particularly, as it 
has a bearing in view of the questions asked this morning, and then 
I will skip through from there on. 

Senator Brste. You know the real heart of your presentation, and 
I do not want to short circuit you at all on time. You can have all 
the time you want, but you said you were very anxious to get away. 
So, you develop it in your own manner. 

Mr. Leeson. I think this page has a particular bearing on some of 
the questions which Senator Morse asked this morning, and I would 
like to bring those out as we go along. 

Depreciation is both a cost of doing business and a source of funds. 
With respect to the former, while somewhat different in nature, de- 
preciation is as much a cost of doing business as wages, rent, or inter- 
est. For, if the loss in value of capital assets due to deterioration and 
obsolescence is not covered, the company will be forced to go out of 
business, in the long run, just as certainly as if it had not recovered 
any other cost. 

Put another way, to the extent that the cost is not accurately ap- 

raised through inadequate depreciation allowances, capital consump- 
ion is taxed as income. At the present very high corporate rates of 
52 percent, this is not only grossly inequitable but it obviously re- 
tards progress through the resulting erosion of business capital. 

I would like particularly to interject this comment on what I am 
going to read now, because it seems to me in all of these discussions 
those of us who are not too familiar with this subject are liable to 
get bogged down over the technical aspects of rates and patterns, and 
so forth, and I have tried here—and probably it is an oversimplifica- 
tion—to bring out in very simple language just what the problem is. 
And, I think this again leads into something Senator Morse wanted 
brought out. 

Let me simplify this concept of depreciation. 

Taxes are levied to raise revenue to meet Government expenses. 

Machinery and equipment, which over a period of time become ob- 
solete or wear out, must be replaced—so its purchase cost, or replace- 
ment cost—whichever is used—is expensed over some period of time, 
as a cost of doing business. As it is expensed, it is charged against 
earnings, and this reduces taxes paid. 

No one argues that the expenditure for replacement of machinery 
and equinment is not a cost or a proper charge against earnings. It 
is called depreciation. 

Whatever the period of depreciation, the charge against earnings 
and the deduction from taxes is eventually the same identical amount. 
The Government revenue from taxes is eventually the same identical 
amount. Only the rate of collection can be affected. 

Senator Morse brought up this question—whether it could be shown 
this would not affect or hurt the normal taxpayer, and I think 
bringing out the point that there is no ultimate loss in taxes hits 
directly at that point. 








48 TAX DEPRECIATION ALLOWANCES ON CAPITAL EQUIPMENT 

Therefore, it would seem the only possible legitimate reason for not 
allowing a shorter period of depreciation is the fear of loss of revenue 
in the immediate year or years after the change. ‘2 

But, if it could be shown that a shorter period of depreciation stimu- 
lated business, thus creating more earnings and more employment and, 
thus, at least in the long run, more taxes collected by the Government, 
then one would wish to measure this advantage against the disad- 
vantage of a temporary lowering of the rate of tax collection. 

There has been lots of testimony on the methods and types of de- 
preciation that a lower depreciation period would assist industry in 
purchasing equipment, so, I will not go into that. 

This machinery would not be purchased unless it could save the 
purchaser operating costs. 

The saving in operating cost must go either to increases in earn- 
ings, wages, or lower prices. Increased earnings and wages would 
directly produce increased tax revenues. Lower prices would enable 
the purchaser to compete more favorably against importations or 
broaden the market for his product, and thus also increase earnings 
or wages, with the resultant increase in the revenues. 

The importance of depreciation as a source of funds—I will skip 
over this, because I think it has been brought out that business is 
entirely dependent on depreciation as a source of funds with which 
to buy capital assets. 

But high taxes do not permit sufficient earnings; and, further, the 
problems of accumulating sufficient earnings for reinvestment are 
accentuated by the accumulated earnings surtax. Particularly for 
small capital goods companies which manufacture highly engineered 
products, they need funds for research and development, which ac- 
tually represent the lifeblood of their operation. 

Finally, access to outside funds is neither feasible nor readily avail- 
able to small business. These problems are magnified in a swiftly 
changing technological era, since the cost of failing to remain com- 
petitive through the employment of modern plant and facilities is, 
of course, much greater. 

I go on next to show that the retardation of economic growth is 
one thing where an economy is immune to foreign competition, and 
it is quite different— 

Senator Brnre. I take it on that point that your industry is some- 
what susceptible to foreign competition; is that right? 

Mr. Leeson. Yes. Our industry is particularly susceptible, be- 
cause in my particular business and in our industry as a whole we 
make a very broad line of machinery, which means that we have the 
job-shop type of machine shop as opposed to the mass production 
of the automobile manufacturer, and it is quite easy for the Euro- 
pean manufacturer to have exactly the same type of plant. So we are 
competing with him directly on a wage level, and the only thing that 
makes us better than the European is to be a little smarter in the 
operation of the same tools, and to work a little harder and to be 
ahead of him on the design of our product. 

Senator Bratz. What, specifically, do you make in the Universal 
Winding Co. ? 

Mr. Leeson. We make textile machinery. 
Senator Brstz. Textile machinery. 
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Mr. Leeson. Which is a specialized line of an intermediate proc- 
ess, within the textile mills, of winding and twisting, which is a pre- 
paratory operation in the formation of yarn for fabrics. 

Senator Brste. This is the actual machinery which is used in the 
textile industry ? 

Mr. Leeson. Yes. Just as a machine tool is used in our plant to 
make machinery, the textile machinery is used in the textile plant 
to produce textiles. 

Senator Bratz. Where do you sell your finished product ? 

Mr. Leeson. A very large percentage today, of course, goes to the 
Southern States, but, historically, our business has been approxi- 
mately 50 percent export. Today it is about 35 percent export, but 
we continue to be able to fight for the world textile market only 
on the basis that our designs are ahead of the Europeans’, and we 
have to struggle very hard with our price relationship. 

Senator Brste. What is your chief competitive country? Is it 
Germany ? 

Mr. Lerson. Germany is our chief competitive country. But, 
today, with the industrialization of all countries, textiles is the first 
thing they do, it seems, and textile machinery is about the second. 
So that today we have competition in almost every country in Eur- 
ope—Belgium, Holland, France, Italy, Germany, and Switzerland. 

The only method open by which the United States can remain 
competitive is by maintaining a modern plant and equipment. Yet, 
by almost any standard of measurement, our country has the most 
backward system of tax depreciation followed by any industrial 
nation. 

For example, a comparison was made between the U.S. system of 
depreciation and the systems employed abroad—and that has been 
pretty well covered by Mr. Peloubet in other hearings and in this 
one here today. 

Taxation: As stated before, the purpose of depreciation is to pro- 
vide a reasonable allowance for current capital consumption. 
Whether or not the allowance is reasonable depends upon (1) the pat- 
tern of writeoff, (2) the amount of writeoff, and (3) the ‘eatea to 
which the writeoff methods apply. 

In regard to the pattern of writeoff: Provisions of the Internal 
Revenue Code of 1954 substantially improved tax treatment of depre- 
ciation by adoption of more realistic writeoff methods which take into 
account the more rapid depreciation of assets in the earlier years of 
their use. I should add at this point, however, that this does not 
mean that the present writeoff patterns might not be adjusted to take 
into account other shortcomings of the current depreciation system. 
For, in the two remaining aspects, the amount of the writeoff and the 
period to which the writeoff methods apply, current provisions greatly 
understate capital consumption—and this is directly pointed at the 
question Senator Smathers asked this morning—the first because of 
the underdepreciation from inflation; the second because the present 
IRS * concept of “useful life” does not adequately reflect current and 
future levels of technological advancement, or, to put it another way, 
the effect of obsolescence. 
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In connection with this latter point, I have been told that top IRS 
and Treasury officials have, at least to some extent, acknowledged the 
distinction between measuring useful lives in terms of pure passage 
of time as against full consideration of technological obsolescence, 
present and prospective. 

However, at the same time, I understand that the necessary adminis- 
trative procedures in the field to put the philosophy into practice have 
not yet been undertaken. 

As to the amount of the writeoff: The deficiency of historical-cost 
depreciation resulting from our present inflation is greater than 
ever. 

T go on here to show a figure that has been mentioned several times, 
I think, this morning—that we have a deficiency of some $6 billion, 
a $6 billion capital consumption caused by underdepreciation each 
year, which obviously has a very serious effect on the economic growth 
of the country. 

As to the period of writeoff: Unrealistic estimates of future life 
expectancy of plant and equipment can in large part nullify the 
gains made through the adoption of the new writeoff methods pro- 
vided for in the 1954 code. 

With respect to the Treasury’s Bulletin F lives, last revised in 
1942, we think it imperative that the committee give its most careful 
attention to the broad sweep and explosive pace of technological devel- 
opment. 

On the basis of my experience in industry, there is an apparent gen- 
eral trend toward increasingly rapid introduction of new product, 
new models, and major innovations in existing equipment. 

And I go on here to show the tremendous buildup in research 
which has been mentioned by several other speakers, the tremendous 
increase in improvement in plant and equipment, which will require in 
the next 10 to 20 years, probably, a complete change of operating and 
productive facilities. 

When you combine automation, new metals, new technologies in 
electronics, atomics, and so forth, tremendous increases in. size and 
horsepower of end products, and related plant and productive equip- 
ment, the impact on obsolescence is extraordinary and its prediction 
correspondingly difficult. 

Because the Treasury Department appears to insist on a useful-life 
concept which is based primarily on past experience and does not 
adequately reflect our present explosive business technology, such 
unrealistic estimates are almost inevitable. 

Unfortunately, many business firms have been forced in recent years 
to retain equipment long beyond the period of economic justification 
due to war and postwar shortages and inflation, and these same tax- 
pzyers frequently now find themselves in the position of being required 
to establish unrealistically long future-life estimates on new equip- 
ment asa result of their unfortunate historical experience. 

Consequently, the taxpayer is forced into depreciation and replace- 
ment policies which are unsound, both for the taxpayer and the econ- 
omy as a whole. 

These problems are especially prevalent in the case of small business 
which may be deficient in outside legal counsel and tax advice—and 
this point was pretty well brought out, I think, by others this morn- 


TAX DEPRECIATION ALLOWANCES ON CAPITAL EQUIPMENT 


| 
| 
| 








SS a = 


TAX DEPRECIATION ALLOWANCES ON CAPITAL EQUIPMENT 51 


ing—that the small businessman is at a very serious disadvantage 
because of his staff and—something which was perhaps not mentioned 
this morning—his particular concern with the engineering and manu- 
facturing problems of his business which prevent him from becomin 
involved in what in many cases appear to him to be too camintienned 
a subject, such as accounting and finance, and so forth. 

The normal smal] business is usually run by a fellow who is a good 
engineer and a good manufacturer, and accounting and depreciation 
is something foreign to him, and, so, he is at a very serious disadvan- 
tage in this respect. 

go on to show here other places where this problem of measuring 
useful lives has been brought to the attention of the committees, and 
so forth, and I do not think there is any need of reading that, and I 
will skip to corrective measures, and I say that the ultimate need and 
goal of further modernization of depreciation policy is clear. I think 
that some further substantial reform is necessary, and that the reform 
in terms of degree must go much further than that which was enacted 
in the special initial writeoff enacted in 1958. It is not my purpose 
to urge any particular approach, but 

Senator Brsix. Right at that point, I understand one of the real 
problems in working out an effective and realistic modern depreciation 
schedule is the fact that industry itself cannot seem to get together on 
what is the correct approach. 

Mr. Leeson. Well, no, I think that we can. The reason I am not 
touching on it here is that I feel there are experts allied with business 
and there have been experts testifying before this group who are 
probably more qualified than I personally am to testify. 

However, we have opinions on this subject, and I personally have 
opinions, but they would be mostly repetitive of what has been said 
this morning. 

Senator Bratz. You may well develop this as you go along. 

Mr. Lerson: I mention several possible systems later on, but I have 
not gone into any of them in detail. 

Senator Brste. You have no preference? 

Mr. Lerson. However, those systems have been gone into in detail 
before this committee by others. 

Senator Brsue. As a representative of the Universal Winding Co., 
you parvonatly have no particular preference as to the method that is 
used 





Mr. Lrrson. Oh, yes; I do. 

Senator Brste. Perhaps you cover that later ? 

Mr. Lzeson. I will touch on it. But I will be sure to mention that 
again before I close. 

Senator Bratz. Very well. 

Mr. Lerson. It is not my purpose to urge any particular approach, 
but I would respectfully submit to the committee that the proper 
allowance for underdepreciation from inflation and recognition of 
current and future rates of technological advancement could be at- 
tained through any one or combination of the following methods: (1) 
A direct adjustment for inflation; (2) the adoption of a triple-declin- 
ing-balance writeoff; (3) the extension of the initial writeoff through 
the elimination of the $10,000 limitation; (4) the class-rate approach 
as employed in the Canadian system, with the proviso that the rates 











52 TAX DEPRECIATION ALLOWANCES ON CAPITAL EQUIPMENT 


would be such that they would insure a substantial improvement jn 
writeoffs over the present U.S. methods; and (5) reinvestment depre- 
ciation as it was presented in the 1958 general tax hearings held by the 
Ways and Means Committee and as it was presented this morning by 
Mr. Peloubet. 

All of these methods of solving the problem, as I say, Senator Bible, 
have been brought before the committee and explained fairly thor. 
oughly this morning. 

Senator Brats. That is correct. 

Mr. Leeson. I think they all, or any of them, would go a lon 
way toward solving the problem, or maybe a combination of sever 
of them would be the best way of doing it. 

Senator Brste. The point you make, as I see it from your last sen- 
tence, is that we ought to agree on some type of a modern system of 
depreciation, whether or not it meets everybody’s approval. There 
may be some advantages and some disadvantages in whatever type of 
system is ultimately arrived at, but if we do not do something, the 1942 
promulgation of the regulation would still be in effect. Is that not 
what you are saying, in effect; that we should do something? 

Mr. Lerson. Absolutely. And I feel very strongly on that point. 

Referring to something which was said this morning, actually the 
change in the depreciation laws was made in 1934, when the Govern. 
ment was up against a very severe problem of getting enough money 
to operate, and, unfortunately, it was not done temporarily. It was | 
done permanently. But the damaging results of that depreciation 
policy have gone on for well over 20 years now, and, as I pointed 
out earlier in this statement, it seems to me the only — thing 
that is against changing the depreciation policy is the fear of cutting 
off revenue temporarily. But I firmly believe that the stimulation 
which would come to the economy as a result of better depreciation 
laws through the purchase of more productive equipment and, there- 
fore, through increased efficiencies, lower costs, would give the econ: | 
omy a stimulus which would give the businesses and employees more 
earnings from which the Government would draw tax revenues. So 
that it is only a temporary period in which, for a very short time— 
I haven’t any good estimate on how long the period would be, but 
certainly it is a short period, and thereafter the Government would 
be better off. 

Going again to what Senator Morse was saying this morning, if, 
in the long run, industry is going to be more productive and produce 
more earnings, it is going to pay more taxes and, thus, it is going 
to take taxes off of the general public~-which Senator Morse was 
speaking of—and, in that way, it is definitely to the general public’ 
advantage. | 

And, as you said, that last sentence of mine—are we going to put ' 
off this undeniable economic aid for another 20 years just because | 
of a temporary disadvantage, a disadvantage which in itself creates 
no permanent loss of Government revenue? 

There has been much discussion concerning the general feeling 
that industry has not taken advantage of the new depreciation laws 
and I do not know that your committee has any questions on this 
subject, but it is pretty well documented by the two surveys her 
that it is not so at the present time, and the trend in that direction 8) 
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quite well brought out in the difference between the 1956 survey and 
the 1959 survey, at which time 92 percent of the correspondents re- 
ported that they had adopted these methods. 

Senator Brats. Yes. 

Mr. Lerson. On occasion, as this committee well knows, the intent 
of Congress may not be put into practice by a Government agency, 
or that intent may be circumvented through a misapplication of ad- 
ministrative policy. ' 

Further, there may be sound policy at top levels in the Internal 
Revenue Service but these are not always followed in the field. I am 
told that to some extent this has been the situation in the period 
since Congress provided for more realistic writeoff methods in the 
1954 Code. 

Let me give you an example which has been brought to my attention. 

With respect to useful lives, as noted above, the Internal Revenue 
Service, through its field agents, appears to place too much emphasis 
on past experiences either of the taxpayer or in the industry, with 
the asset in question. The consequent failure to recognize adequately 
the ever more important obsolescence factor resulting from our cur- 
rent technological revolution in business falls with particular severity 
on small business, which in most cases lacks sufficient reserves or 
the means to obtain outside capital in order to modernize its plant 
and equipment. JI understand also that there have been some prob- 
lems with respect to salvage. ; 

These points were discussed to some extent this morning, but I 
wanted to read that fully, because we feel very strongly about this point 
with regard to small business. 

The point I am going to touch on now again really is applicable 
to what Senator Morse brought out in his very forceful statement this 
morning. 

There is another aspect of this problem I believe should be further 
emphasized in reference to employment and wages. The present de- 
pressing influence of unrealistic depreciation policies inhibits, as con- 
versely a more realistic depreciation policy would aid, the installa- 
tion of more productive tools. These installations would allow greater 
efliciency of operation and more productivity per man-hour, and thus 
higher wages. These installations would, chrongh lower costs, make 
industry more competitive with imports and/or broaden the market 
for its products, and this would increase employment. 

It is, therefore, important to realize that a realistic depreciation 
policy is as vital to employees as it is to business. 

In summation, I believe the need for proper reform of our tax 
depreciation system is clear. If industry is to have the modern plant 
and equipment prerequisite to the growth of production, employment, 
and standards of living in our country, it must be able to recover all 
cost of doing business—including depreciation—and have available to 
it an adequate source of funds. 

_ Whether the proper allowance for the underdepreciation from infla- 
tion and recognition of current and future rates of technological ad- 
vancement should be attained through a change in the pattern of write- 
off—for example, triple-declining-balance method—the extension of 
the initial small business writeoff through the elimination of the 
$10,000 limitation; the adoption of the class-rate approach with the 
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proper rates as indicated previously; and/or. the reinvestment de- 
preciation approach—lI leave to the experts. 

I repeat, action along these lines is indispensable to the optimum rate 
of growth of industry. 

f would like to add to that, that I do not leave this to the experts 
because we as businessmen do not have a strong opinion on this thing, 
but I think that you as a committee, if I may suggest, should consider 
some real expert testimony on the economic results of one or several 
of these policies in combination. 

I have worked very closely with the Machinery and Allied Products 
Institute, of which our company is a member. Genie Terbourgh has 
done some very valuable work in this respect, and he is the type of man 
I consider an expert. I am consulting with him often and the Presi- 
dent of the Machinery and Allied Products Institute, Charlie 
Stewart; and those two men I consider experts. Now, they are busi- 
nessmen in the sense that they are employed and working with the 
capital gocds industry, and their work is of an expert nature, and 
very effective, in 24 lines. 

denshor Breiz. I understand your position, Mr. Leeson. You 
cleared it up earlier very well. 

I do want to compliment you on your very forceful commentary in 
the field of depreciation, and I think it is obvious to us on the com- 
mittee—it certainly is obvious to me—that this is an area in which 
something must be done. 

Exactly what must be done remains to be probed a little further 
and, as you point out, there will be hearings in November on the 
House side, and I am hopeful that out of these combined hearings, 
or series of hearings, first, the problem will again be pinpointed, 
and second, a realistic solution will be developed. 

Mr. Lerson. Thank you, sir. 

Senator Bretz. Thank you very much for your appearance, and 
we are getting you away so you can be in Providence, R.I., when you 
wished to be there. 

(Mr. Leeson’s prepared statement follows :) 
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STATEMENT OF RoBERT LEESON, PRESIDENT, UNIVERSAL WINDING Co., AND VICE 
PRESIDENT, AMERICAN TEXTILE MACHINERY ASSOCIATION 


I. INTRODUCTION 


At the outset I want to recognize the contribution that this committee has 
made in focusing attention on tax policy from the small business viewpoint not 
only in these hearings but of course through its participation in formulating 
the findings of the Select Committee on Small Business of the U.S. Senate in 
its 1958 report. We are also pleased to note that the Ways and Means Com- 
mittee will be engaged in very extensive hearings on tax policy beginning in 
November and we hope that at that time the small business aspect of the 
problem will not be overlooked and that major attention will be given to 
depreciation. 

To a greater degree than ever before the Federal tax system has a significant 
impact upon the economic health and growth of the United States. The effects 
of our tax system are not, of course, limited to the small business segment of 
the economy. On the whole reform should be made applicable to all industry, 
although there may be basis for special treatment for small business in certain 
eases since some provisions of our tax system weigh more heavily on small 
business. It is to these—and in particular the depreciation provisions of our 
tax system—that I will direct my remarks. 

One more general comment. While the committee’s announcement referred 
specifically to complaints concerning the difficulty of small concerns moderniz- 
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ing production equipment under a concept of “useful life” depreciation in an era 
of swift technological changes, rather than confine my comments solely to the 
problem of the period to which the writeoff methods apply, I will also comment 
briefly on both the pattern and the amount of the writeoff since reforms to 
solve the problem of underdepreciation might be effected in any or all of these 
areas. 

The impact of the depreciation problem on small business.—Depreciation is 
poth a cost of doing business and a source of funds. With respect to the former, 
while somewhat different in nature, depreciation is as much a cost of doing busi- 
ness aS wages, rent, or interest. For if the loss in value of capital assets due 
to deterioration and obsolescence is not covered, the company will be forced 
to gv out of business in the long run just as certainly as if it had not recovered 
any other cost. Put another way, to the extent that the cost is not accurately 
appraised through inadequate depreciation allowances, capital consumption is 
taxed as income. At the present very high corporate rates of 52 percent this is 
not only grossly inequitable but it obviously retards progress through the result- 
ing erosion of business capital. 

Let me simplify this concept of depreciation. 

Taxes are levied to raise revenue to meet Government expenses. 

Machinery and equipment, which over a period of time become obsolete or 
wear out, must be replaced—so its purchase cost, or replacement cost (which- 
ever is used) is expensed over some period of time, as a cost of doing business. 
As it is expensed it is charged against earnings and this reduces taxes paid. 

No one argues that the expenditure for replacement of machinery and equip- 
ment is not a cost or a proper charge against earnings. It is called depreciation. 

Whatever the period of depreciation, the charge against earnings and the 
deduction from taxes is eventually the same identical amount. The Government 
revenue from taxes is eventually the same identical amount. Only the rate of 
collection can be affected. 

Therefore, it would seem the only possible legitimate reason for not allowing 
a shorter period of depreciation is the fear of loss of revenue in the immediate 
year or years after the change. 

But if it could be shown that a shorter period of depreciation stimulated 
business, thus creating more earnings and more employment, and thus, at least 
in the long run, more taxes collected by the Government—then one would wish 
to measure this advantage against the disadvantage of a temporary lowering 
of the rate of tax collection. 

There have been reams of testimony to show that, with a shorter depreciation 
period, more machinery and equipment (or so-called producers’ goods or capital 
goods) would be purchased by industry; and I will not restate the arguments 
proving this fact. 

This machinery would not be purchased unless it could save the purchaser 
operating costs. 

The saving in operating cost must go either to increases in (1) earnings, 
(2) wages, or (8) lower prices. Increased earnings and wages would directly 
produce increased tax revenues. Lower prices would enable the purchaser to 
complete more favorably against importations or broaden the market for his 
product; and thus also increase earnings or wages with the resultant increase 
in the revenues. 

The importance of depreciation as a source of funds for investment is shown 
by the fact that in recent years corporate depreciation accruals have averaged 
more than 60 percent of the total funds for plant and equipment expenditures. 
In other words, business looks to depreciation accruals as the primary source of 
business funds, and therefore they must be adequate. Small business is 
peculiarly dependent upon depreciation allowances. In the first place, high 
taxes do not permit sufficient earnings. Further, the problems of accumulating 
sufficient earnings for reinvestment are accentuated by the accumulated earn- 
ings surtax—this is especially true in the case of capital goods manufacturers 
who must operate in terms of long production cycles and correspondingly long- 
range planning and heavy investinent. Moreover, for smaller capital goods 
companies which manufacture highly engineered products, extensive reserve 
funds for research and development represent the lifeblood of the organization. 
Finally, access to outside funds is neither feasible nor readily available to small 
business. These problems are magnified in a swiftly changing technological era 
since the cost of failing to remain competitive through the employment of 
modern plant and facilities is of course much greater. 











TAX DEPRECIATION ALLOWANCES ON CAPITAL EQUIPMENT 


56 


The retardation of economic growth is one thing when an economy is immune 
to foreign competition. It is even more serious when, as at the present time, 
this is not the case. Undoubtedly any failure on our part to keep abreast of 
foreign business in research and development, levels of overall costs, and credit 
terms and conditions cannot help but seriously undermine the U.S. position both 
in foreign markets and at home as well. The only method open by which the 
United States can remain competitive is through maintaining a modern plant 
and equipment. Yet by almost any standard of measurement our country has 
the most backward system of tax depreciation followed by any industrial nation, 
For example, a comparison was made between the U.S. system of depreciation 
and the considerable variety of depreciation systems employed abroad and pre- 
sented in testimony by Mr. Maurice Peloubet before the Ways and Means Com- 
mittee of the House in January 1958; a further striking example is that of 
the additional 30 percent first-year writeoff allowance authorized for British 
investors in the last session of Parliament. Incidentally, this information was 
brought out in the recent public hearings before the International Finance 
Subcommittee of the Senate Committee on Banking and Currency in which 
Senator Sparkman participated. 





Il. TAXATION 


A. As stated before, the purpose of depreciation is to provide a reasonable 
allowance for current capital consumption. Whether or not the allowance is 
reasonable depends upon (1) the pattern of writeoff, (2) the amount of writeoff, 
and (3) the period to which the writeoff methods apply. 


(1) Pattern of writeoff 

Provisions of the Internal Revenue Code of 1954 substantially improved tax 
treatment of depreciation by adoption of more realistic writeoff methods which 
take into account the more rapid depreciation of assets in the earlier years of 
their use. I should add at this point, however, that this does not mean that 
the present writeoff patterns might not be adjusted to take into account other 
shortcomings of the current depreciation system. For in the two remaining 
aspects—the amount of the writeoff and the period to which the writeoff methods 
apply—current provisions greatly understate capital consumption—the first be- 
eause of the underdepreciation from inflation; the second because the present 
IRS concept of “useful life” does not adequately reflect current and future levels 
of technological advancement or, to put it another way, the effect of obsolescence. 
In connection with this latter point I have been told that top IRS and Treasury 
officials have at least to some extent acknowledged the distinction between 
measuring useful lives in terms of pure passage of time as against full con- 
sideration of technological obsolescence, present and prospective. However, at 
the same time, I understand that the necessary administrative procedures in 
the field to put the philosophy into practice have not yet been undertaken. 


(2) Amount of the writeoff 

The deficiency of historical-cost depreciation resulting from our present in- 
flation is greater than ever. A Machinery and Allied Products Institute study, 
“The Tax Depreciation Problem,” June 1958, reports that American industry 
pays income tax each year on something like $6 billion of capital consumption 
caused by underdepreciation. The effect of this is to decelerate progress in an 
economy which has as its objectives economic growth and rising standards of 
living. 
(3) The period to which the writeoff methods apply 


Unrealistic estimates of future life expectancy of plant and equipment can 
in large part nullify the gains made through the adoption of the new writeoff 
methods provided for in the 1954 code. 

With respect to the Treasury’s Bulletin F lives, last revised in 1942, we think 
it imperative that the committee give its most careful attention to the broad 
Sweep and explosive pace of technological development. On the basis of my 
experience in industry there is an apparent general trend toward increasingly 
. rapid introduction of new product, new models, and major innovations in exist- 
ing equipment. 

This trend—and its probable acceleration in the future—has been supported 
by the substantial and increasing expenditures for research and development. 
For example, this trend is confirmed for a broad range of American industry by 
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a recent McGraw-Hill survey which reports* an annual total of $6.1 billion in 
business research and development expenditures in 1956 and predicts an increase 
in this figure to $7.3 billion in 1957. Industry reportedly already plans to spend 
annually about $9.3 billion for research and development by 1960, a figure which 
may be expected to be far exceeded at the present rate of increase. The devel- 
opment of new products and processes which are inevitable from this investment 
can be expected to result in a more rapid replacement of equipment during the 
next decade than during any comparable period in our history. What is the 
significance of this technological revolution for bulletin F lives? We venture 
the suggestion that most of our manufacturing methods will undergo drastic 
changes in the next 10 to 20 years and that facilities and equipment now con- 
sidered competitively productive for a “normal” span of years will be outmoded 
and replaced long before their inherent usefulness is exhausted. When you 
combine automation, new metals, new technologies in electronics, atomics, etc., 
tremendous increases in size and horsepower of end products, and related plant 
and productive equipment the impact on obsolescence is extraordinary and its 
prediction correspondingly difficult. 

Because the Treasury Department appears to insist on a useful-life concept 
which is based primarily on past experience and does not adequately reflect our 
present explosive business technology, such unrealistic estimates are almost 
inevitable. Unfortunately, many business firms have been forced in recent 
years to retain equipment long beyond the period of economic justification due 
to war and postwar shortages and inflation, and these same taxpayers fre- 
quently now find themselves in the position of being required to establish un- 
realistically long future life estimates on new equipment as a result of their 
unfortunate historical experience. Consequently, the taxpayer is forced into 
depreciation and replacement policies which are unsound both for the taxpayer 
and the economy as a whole. 

‘These problems are especially prevalent in the case of small business which 
may be deficient in outside legal counsel and tax advice and in funds to fight 
its particular case through the Internal Revenue Service and possibly eventually 
through the courts. 

Further, it is in the small company that primary emphasis is placed upon 
historical records and the company has a particularly difficult time in changing 
its equipment acquisition and replacement practices. In other words, by virtue 
of its past mistakes and the administrative emphasis of IRS on history, the 
company finds itself in a vicious circle of retarded equipment policy. 

I might add at this point that the problem of measuring useful lives for 
depreciation purposes and the general question of technological .obsolescence was 
developed in detail in a presentation by the American Textile Machinery Associ- 
ation to the Internal Revenue Service filed jointly with the American Cotton 
Manufacturers Institute in July 1957. It was dealt with subsequently in July 
1958 in a statement of James H. Hunter, president of the American Textile 
Machinery Association before the Senate Interstate and Foreign Commerce Sub- 
committee Investigating the Problems of the textile industry. In addition, this 
special subcommittee, also known as the Pastore committee, recommended that 
the useful life problem be given careful attention. 


Corrective measures 


I believe that the ultimate need and goal of further modernization of de- 
preciation policy is clear. I think that some further substantial reform is 
necessary and that the reform in terms of degree must go much further than 
that which was enacted in the special initial writeoff enacted in 1958. It is 
not my purpose to urge any particular approach, but I would respectfully submit 
to the committee that the proper allowance for underdepreciation from inflation 
and recognition of current and future rates of technological advancement could 
be attained through any one or combination of the following methods: (1) a 
direct adjustment for inflation; (2) the adoption of a triple-declining-balance 
writeoff; (3) the extension of the initial writeoff through the elimination of the 
$10,000 limitation; (4) the class-rate approach as employed in the Canadian 
system with the proviso that the rates would be such that they would insure 
a substantial improvement in writeoffs over the present U.S. methods; and (5) 
reinvestment depreciation as it was presented in the 1958 general tax hearings 
held by the Ways and Means Committee. I would suggest that action along 
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these lines is indispensable to the optimum rate of growth for industry. One 
final comment. This type of tax reform may, of course, result in a temporary 
decline in revenue during the transitional period, but it is a small cost to pay 
for such a stimulant to the economy which wil) ultimately enable us to achieve 
the goals in economic growth and employment which we have set for ourselves, 
Are we going to put off this undeniable economic gain for another 20 years 
just because of a temporaty disadvantage, a disadvantage which in itself 
creates no permanent loss of Government revenue? 

B. Utilization of current methods.—Much discussion has taken place over 
the extent to which business has adopted the new, more realistic writeoff 
methods permitted under the 1954 Internal Revenue Code. In 1956 the Ma- 
chinery and Allied Products Institute conducted a survey on this subject. At 
that time questionnaires were distributed to 491 manufacturers of capital 
equipment; of those returned, 296 (60 percent) contained tabulable replies, 
Two thirds of this number indicated adoption of one of the new methods of 
depreciation authorized by the 1954 Revenue Code; and 85 percent were using 
the same rates and methods for both financial reporting and income tax 
purposes. 

In a 1959 survey of the Institute’s Accounting and Financial Councils this 
trend was continued. In fact, the shift to the new methods—double declining 
balance and sum of digits—was remarkable. Ninety-two percent of the re 
spondents reported that they adopted these methods (29 percent double declin- 
ing balance, 42 percent sum of digits, and 21 percent using a combination) with 
the remaining 8 percent continuing to use straight-line depreciation. 

Further, almost 90 percent of these companies use the same rates and methods 
for both income tax and accounting purposes. The remainder use different rates 
for financial reporting purposes than they do for tax purposes. 

The survey results obviously indicate: (a) extensive use in industry of the 
new writeoff methods permitted under the 1954 Revenue Code; and (b) similar- 
ity of treatment of depreciation for both income tax and internal accounting 
purposes. 

C. Administration of depreciation provisions.—On occasion, as this commit- 
tee well knows, the intent of Congress may not be put into practice by a Govern- 
ment agency or that intent may be circumvented through a misapplication of 
administrative policy. Further, there may be sound policy at top levels in the 
Internal Revenue Service but these are not always followed in the field. I am 
told that to some extent this has been the situation in the period since Congress 
provided for more realistic writeoff methods in the 1954 code. Let me give you 
an example that has been brought to my attention. 

With respect to useful lives, as noted above, the Internal Revenue Service, 
through its field agents appears to place too much emphasis on past experiences 
either of the taxpayer or in the industry, with the asset in question. The conse- 
quent failure to recognize adequately the evermore important obsolescence fac- 
tor resulting from our current technological revolution in business falls with 
particular severity on small business which in most cases lacks sufficient reserves 
or the means to obtain outside capital in order to modernize its plant and equip- 
ment. I understand also that there have been some problems with respect to 
salvage. 


Ill, FURTHER CONSIDERATION OF EFFECT ON BUSINESS AND EMPLOYMENT 


There is another aspect of this problem I believe should be further emphasized 
in reference to employment and wages. The present depressing influence of un- 
realistic depreciation policies inhibits, as conversely a more realistic depreciation 
policy would aid, the installation of more productive tools. These installations 
would allow greater efficiency of operation and more productivity per man-hour 
and thus higher wages. These installations would, through lower costs, make 
industry more competitive with imports and/or broaden the market for its prod- 
ucts. This would increase employment. 

It is, therefore, important to realize that a realistic depreciation policy is as 
vital to employees as it is to business. 


Iv. SUMMARY 


I believe the need for proper reform of our tax depreciation system is clear. 
If industry is to have the modern plant and equipment prerequisite to the growth 
of production, employment, and standards of living in our country, it must be 
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able to recover all cost of doing business—including depreciation—and have 
available to it an adequate source of funds. Whether the proper allowance for 
the underdepreciation from inflation and recognition of current and future rates 
of technological advancement should be attained through a change in the pattern 
of writeoff—for example, triple-declining-balance method; the extension of the 
initial small business writeoff through the elimination of the $10,000 limitation; 
the adoption of the class-rate approach with the proper rates as indicated pre- 
viously ; and/or the reinvestment depreciation approach I leave to the experts. I 
repeat, that action along these lines is indispensable to the optimum rate of 


growth of industry. 
Senator Brste. Our next witness is Mr. I. D. Shapiro, secretary- 
treasurer of the United Iron & Metal Co., Baltimore, Md. 


STATEMENT OF I. D. SHAPIRO, SECRETARY-TREASURER, UNITED 
IRON & METAL CO., BALTIMORE, MD. 


Senator Brste. Mr. Shapiro, we are very happy to have you with 
us. 
Mr. Suapiro. I am very glad to be here. 

Senator Biste. Just be seated. Are you speaking from a prepared 
statement ? 

Mr. Suarrro. Yes, sir. 

Senator Bintz. Fine. You may treat this statement any way you 
wish. I know it iscomparatively short. 

Mr. Suarrro. It is pretty short. I will read it. 

Senator Brste. Allright. Very well. 

Mr. Suariro. It will not take very long, Senator. 

My name is I. D. Shapiro. I am secretary-treasurer of United 
Iron & Metal Co., in Baltimore, Md. We are a small business firm, a 
family-owned company, with fewer than 200 employees. We operate 
an iron and steel scrap processing yard. 

I am also coordinator of yard dealer activities for the Institute of 
Scrap Iron & Steel, Inc., the principal association representing the 
iron and steel scrap industry. We have approximately 1,300 member 
companies, of whom the great majority are small scrap-yard dealers. 
My function for the institute is to serve as coordinator of the commit- 
tees that work on yard-dealer problems. 

I am here in this dual role today—to speak for my industry, citing 
some of the examples of capital problems encountered by our members 
throughout the country, as well as commenting on the matter from 
my own experience. 

Our association as yet does not have a stated policy on depreciation, 
but, since learning of this hearing today, our staff in Washington has 
checked with our National Affairs Committee and the other commit- 
tees concerned with yard-dealer activities. As a result, I feel sure 
I am expressing the views of the majority of our members on the 
question being considered by the committee, namely, does the inability 
of small business to resort readily to the securities market for capital 
equipment funds constitute an undue hardship in contrast to the larger 
firms, and can a revision be made in current depreciation laws which 
would help alleviate the problems of small business in this regard. 

I noted in the announcement of this hearing that small defense 
contractors had complained of their inability to replace outdated 
ama with modern, efficient equipment. While the scrap indus- 
try does not fall into the defense contractor category, obviously we 
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have an important role to play in defense because of the increasing 
reliance of domestic steel mills on iron ore brought from foreign 
countries. Our industry normally supplies the steel mills and the 
foundries with about 214 to 3 million tons of purchased scrap monthly, 

Denator Brstz. Has that held fairly constant over the past few 
years! 

Mr. SuHariro. No, sir. 

Senator Brie. What is it now? Down? 

Mr. Suaprro. It is very cyclical, as a matter of fact, Senator. In 
the past 2 years the amount of scrap going to the steel mills from serap 
dealers has been very low. If you would want some amplification on 
that for your own edification 

Senator Brstz. I was rather curious. 

Mr. Suaprro. In the past 2 years the steel mills have resorted to 
using hot metal, using iron ore making hot metal, and thereby by- 
passing the use of scrap iron. 

Senator Bre. You say they are using about 21% to 3 million tons 
of purchased scrap monthly. Is that for calendar year 1958? 

Mr. Swaprro. I don’t think in 1958. I would say no for 1958, 
It would be lower than that in 1958. 

Senator Brsze. I am asking if the figure you are using is a fairly 
constant figure over the last 2 or 3 years? 

Mr. Suapiro. Well, the kind of figure over a long period. Because 
our business is more of a “feast and famine” business. We can be 
very cyclical. And this is about a median figure. 

Senator Brie. Over the last 4 or 5 years? 

Mr. Suaprro. I would say so. 

Senator Brsue. All right, thank you. 

Mr. Suariro. But in an emergency, the industry is called on almost 
immediately to step up its production of scrap by drawing increasing 
tonnage from the Nation’s reservoir. In that sense, we do play an 
important defense role, and we believe it essential that this collection 
machinery, as we call it, be maintained in the best possible shape to 
meet any emergency. 

The iron and steel scrap industry is a prime example of small busi- 
ness operations. Most of our companies are family owned, or operate 
under partnership agreements. In recent years the industry has been 
faced with substantial technological changes which have called for 
the installation of new equipment, much of which has been made 
obsolete by still newer equipment almost as soon as it was installed. 

While my views here today are necessarily colored by my own per- 
sonal experience in the scrap industry, I am not seeking personal 
privilege for our industry, but, rather, using it as an example of the 
problems faced by small business in this matter of replacing equip- 
ment which has been outmoded by technological changes. 

In a few short years, relatively speaking, the iron and steel scrap 
industry has moved from the status of a junk business, with little or 
no equipment, to a specialized group of firms owning major pieces 
of equipment for collecting and processing iron and steel scrap as 4 
raw material for the Nation’s steel mills and foundries. 

Our rise has been part and parcel of the tremendous growth in steel 
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pany to enter the scrap business today with the aim of doing what other 
companies are doing in major industrial centers, the cost of land and 
equipment would run close to $1 million. 

But, of course, few people in the industry enter business this way. 
They start small and work up to a larger basis by ploughing back 
cash from their operations. It is in this vital period of growth that 
a change in depreciation laws, I think, would materially aid the smaller 
companies in our industry as well as in all other industries. 

There are a number of major pieces of equipment found in a scrap 
processing yard today. Among these are cranes of one kind or an- 
other, equipped with electric generators to run electromagnets for 
picking agg vc. At United, our company, for example, we have 
10 cranes, including an overhead crane. Many dealer members of 
the institute have large sums tied up in specialized equipment to pick 
up industrial scrap at plants in their localities. 

The biggest expense item, however, is the hydraulic baling press, 
a machine used to compress so-called light sheet steel into a compact 
bale for steel mill furnaces. As per capita steel consumption in this 
country has risen, it has increasingly gone into products like autos 
and refrigerators, to name two, that are made of light sheet steel. 
This has meant that the proportion of light scrap coming back into 
the yards as obsolescent material has increased in relation to the 
heavier grades like structural steels, and so on. To handle this ma- 
terial, a baling press has almost become essential for any scrap dealer 
who hopes to handle any large tonnage. Bailing presses are expen- 
sive, some of them costing over $300,000 installed. 

In our industry there has been a major revolution in the baling press 
in the past few years. Take our own case, for example. In 1953, 
faced with the need to expand our capacity to meet steel mill require- 
ments and to help build our business further, we ordered a large new 
hydraulic press for the yard. By the time the press was installed 
and operating, 2 years had elapsed. By then it. was virtually obso- 
lete, because in the meantime other press manufacturers had intro- 
duced presses which were larger, particularly in the baling chamber. 
Without getting too technical, a larger bailing chamber enabled a 
competitor to load more loose sheet steel for each cycle. 

It was particularly advantageous for baling entire automobile 
bodies—the whole body could be dropped in and baled in one opera- 
tion; whereas with our new but obsolete press, three or four inter- 
mediate operations were necessary to squeeze the car into small enough 
size to fit our baling chamber. Now, obviously, a competitor with 
the new equipment could cut his operating costs. Our baler, when 
we bought it, cost in the neighborhood of $130,000. With installa- 
tion costs on top of that, our total cost ran in the neighborhood of 
$250,000, or a quarter of a million dollars. The money to pay for 
this had to come from our reserves—we could not easily resort to the 
securities market, even if we wished to do so—and the depreciation 
reserve on the equipment it replaced was not adequate to cover the 
cost of the new press. 

This same situation has been repeated all over the country insofar 
as our industry is concerned. One of our members in Chicago had 
practically the same experience. A new design in a baling machine 
made his $225,000 unit obsolete less than a year after it was installed 
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eee the new machine turned out a better looking bale than the 
old one. 

In an industry where steel mill inspection of raw materials is visual 
and external, this constituted a competitive handicap. This member 
said the press could have lasted 20 years and worked well during that 
time. As it was, it was good for many years less than that. Even 
had he sold the unit after getting it, and put in the new design, he still 
would not have regained his installation costs on the first machine 
because the foundations for the new unit would have differed from 
those for the old. 

One of the ironies of this situation is that the man who bought the 
first of these big new machines has found that, to replace his unit 
today, he would have to pay as much as $135,000 more than the same 
press originally cost. 

Another example of rapidly obsoleted equipment is found in the 
alligator shear. This is a machine for cutting steel scrap into smaller, 
bite-sized pieces for steel mill and foundry furnaces. It has a large 
moving head much like the upper jaw of an alligator—hence the 
name. For years, the alligator shear was a standard piece of equip- 
ment in a scrap yard. But within the past 3 or 4 years a new hy- 
draulic shear has come on the market which completely obsoletes the 
alligator shear. 

Where an alligator unit costs about $8,000 and a dealer might 
have two or three in his yard, depending on its size, the hydraulic 
shear costs about $125,000. There is a new rotary shear that costs 
about as much. So effective is this new equipment that alligator 
shears appear on their way out. The hydraulic shear handles more 
tonnage in less time with fewer man-hours. Obviously, the deprecia- 
tion reserves built up on alligator shears can’t hope to match the 
cost of replacing them with a hydraulic unit. And obviously, the 
high cost of the hydraulic unit means a severe drawdown on a small 
company’s cash assets. 

To top off the story of our industry, recently a new machine has 
been introduced on the market which looks as though it will make 
both the baling machine and the hydraulic shear obsolete, because 
it combines features of both to turn out a product which is readily 
inspectable by the steel mills, and commands a higher price than the 
bales turned out on the baling press. This has brought the scrap 
industry face to face with another complete revision of equipment 
within the space of 10 years. 

Looming in the offing is yet another process which costs close to $1 
million to install, which looks as though it may knock all these other 

ieces of equipment out the window. One of these units has been 
built in Houston, another is going into Kansas City. In sum, we 
have had more technological advances in 10 years in this industry 
than we have seen since the industry was first started close to 100 years 
ago. 

It appears to us that a revision in depreciation methods is long over- 
due to help small business compensate in someway for the impact of 
these technological changes ng to permit them more readily to in- 
stall the new equipment without severely draining their cash re 
serves. A strong cash position, for example, is very important in 
our industry, because, even though the steel mills may not be buy- 
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ing scrap in large quantities—-where their demand is less than the 
available supply—scrap processors must continue to service their in- 
dustrial accounts and handle their peddler trade in order to stay in 
business and meet the demand when mills resume buying. 

Senator Brste. What is the peddler trade? 

Mr. Suarrro. Well, that is the small, independent collectors of 
scrap that you see on the road where they have their own trucks, and 
they will pick up scrap from remote areas, from farms, for instance, 
and they will sell it to a yard such as ours. 

Senator Brste. I see. 

Mr. Suaprro. We are more or less of a wholesaler. 

Senator Binur. Proceed. 

Mr. Suartro. It seems to me that if a firm put $200,000 into equip- 
ment in 1950, some allowance should be made for the fact that infla- 
tion has boosted the price of the same equipment from $200,000 to 
$250,000 by the time the unit is worn out. The present method of 
setting up depreciation does not take this factor into account. A 
dealer in our industry, for example, who put in a press 8 years ago 
and who, because of competitive changes in the industry, is forced to 
install a new one today, will find that in terms of the cost of the re- 

lacement he has been overstating his profit position each year and 
Line taxed accordingly; whereas, if his depreciation setup had taken 
into account the increased cost of the unit due to inflation, he would 
be in a better position to pay for it from his cash reserves. 

Considerable discussion has been heard about fast tax writeoffs, 
and there are methods today that permit these fast writeoffs. But 
this doesn’t get to the heart of the problem, as I see it, which is the 
impact of inflation. 

What we believe is necessary is that some system be worked out 
which will prevent a major drawdown on a small company’s cash 
reserves at a time new equipment is purchased, because the deprecia- 
tion reserve set up for the old equipment was not sufficient over the 
long run to replace the old equipment with the new. It is the ability 
to pay which constitutes the strongest factor in a decision to replace 
old units with new. And if, over the years the old equipment has 
been in use, the company has been overstating its profit position by 
using inadequate depreciation, this ability to pay is seriously less- 
ened. 

The allowance of original cost depreciation, it seems to us, is 
geared more to a period of relative stability in the economy, or a 
period of deflation. Under today’s conditions, this gear doesn’t fit 
the new machine which, by all accounts, appears to be inflationary 
over the longrun. This is particularly onerous on small business— 
it helps retard the growth of small business firms and to slow down 
the Nation’s rate of technological advance. 

I am not a technical man in this field of accounting, nor do I pre- 
tend to be. I am a scrap dealer, faced with serious competitive prob- 
lems, as are all members of our industry, and I feel that a major 
revision in depreciation regulations for small business would go a 
long way toward helping us surmount the very real problems we face 
today in this matter of technological improvement, increased use of 
“+ ore by the steel mills in place of scrap, and the impact of in- 

ation. 
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For a comprehensive review of various proposals that have been 
outlined by specialists in this field, I would draw the subcommittee’s 
attention to an article in the April 1959 Journal of Accountancy maga- 
zine, entitled “Economic Depreciation in Income Taxation and in Ac- 
counting.” I also refer the subcommittee to a bill introduced in the 
House of Representatives by Mr. Keogh, H.R. 131, entitled “A bill 
amending the Internal Revenue Code of 1954 to provide for rein- 
vestment depreciation deductions.” 

As my testimony has indicated, we favor a method which will 
adjust historical cost depreciation to current dollar cost. Briefly, this 
means hitching the original cost to some kind of price index that will 
help keep this cost current. This has some shortcomings, but it ap- 
pears to us to provide a better manner of handling depreciation than 
those currently in use. 

Thank you. 

Senator Bratz. Thank you very much, Mr. Shapiro. 

I think this is a helpful contribution and will assist the committee in 
attempting to work out some realistic solution. It is our problem. 

I do not think I have any particular questions. I think you have 
covered the matter very adequately from your viewpoint. 

Mr. Messick ¢ 

Mr. Messick. No questions. 

Mr. Suarrro. Thank you for the opportunity of appearing before 

ou. 

Senator Bratz. I hope we can come out with something helpful. 

Mr. Suarrro. I think you are on the right track, Senator 

Senator Bratz. Thank you, sir. 

Our next witness will be Mr. Frank Cruger. Do I pronounce the 
name correctly, Mr. Cruger? He is from the Indianapolis Manufac- 
turing Supply Co., Indianapolis, Ind. 

Just be seated. 





STATEMENT OF FRANK M. CRUGER, PARTNER IN THE INDIANAPO- 
LIS MANUFACTURING SUPPLY CO., INDIANAPOLIS, IND., AND 
VICE PRESIDENT, NATIONAL SMALL BUSINESS MEN’S ASSOCIA- 
TION, WASHINGTON, D.C.; ACCOMPANIED BY JOHN A. GOSNELL, 
EXECUTIVE SECRETARY AND GENERAL COUNSEL; AND HERBERT 
LIEBENSON, RESEARCH DIRECTOR OF THE ASSOCIATION 


Mr. Crucer. Mr. Chairman, I would like to introduce John Gos- 
nell, our general counsel of the National Small Business Men’s Asso- 
ciation. 

Senator Bretr. Spell that. 

Mr. Crucer. G-o-s-n-e-]-l. 

Senator Biste. I might indicate to you what I have to the other wit- 
nesses, Mr. Cruger, that your statement will be incorporated in full 
in the record of the hearings of this committee, and I think it might 
be well that you just highligh‘ a few of your main points, if that meets 
with your pleasure. 

Mr. Crucer. That is perfectly all right. 

Senator Biste. Rather than reading it in its entirety. 

Mr. Crucer. The statement is rather brief. However, I will skip 
some of it. 
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(The prepared statement of Mr. Cruger is as follows :) 


STATEMENT OF FRANK M. CRUGER, NATIONAL SMALL BUSINESS MEN’sS ASSOCIATION 


My name is Frank M. Cruger. I am a partner in the Indiana Manufacturers 
Supply Co., Indianapolis, Ind. We are distributors of industrial equipment and 
factory supplies. I am vice president of the Machine Products Corp., of Dayton, 
Ohio, manufacturers of grinding wheel dressers in addition to special tools. 
Both firms are classified as small business. I am apearing today on behalf of 
the National Small Business Men’s Association. I am vice resident of that 
association. We appreciate the opportunity to appear before this distinguished 
committee and to present our views on depreciation allowances. 

The recent tax revisions enacted by the Congress permitting more rapid de- 
preciation on machinery and equipment indicate a continuing concern by Con- 
gress regarding three fundamental business problems: 

1. Replacement costs of machinery and equipment continue to increase 
greatly above original costs. 

2. Pressure of competition increasingly requires modernization of equip- 
ment. 

3. Lack of capital for purchase of such machinery and equipment. 

The Revenue Act of 1954 recognized these problems and permitted more rapid 
depreciation of machinery and equipment costs. Also, the recent amendment 
allowing an additional deduction the first year of 20 percent on purchases of 
machinery and equipment up to $10,000 is certainly of benefit to small business. 
Your committee is to be commended for initiating this helpful legislation which 
is a step in the right directon; however, further relief is needed if American 
industry is to meet the required level of economic growth and maintain its com- 
petitive position in world markets. Except n periods of national emergency, 
when special legislation has permitted accelerated amortization by allowing the 
charging off of equipment costs over a 5-year period, businessmen must wait 
approximately 15 years to fully recover their machinery and equipment costs. 
Our competitors in Sweden are allowed to write off such production machinery 
in 5 years. In Italy and France businessmen can take only 7 years to charge 
off such costs, and 8 years are allowed in Britain and Switzerland. West Ger- 
many specifies a 10-year period, but 60 percent may be charged off the first 2 
years. It is evident that a Swedish manufacturer, for instance, can afford to 
spend the purchase price of his equipment two or three times as often as his 
American competitor. With each new purchase of equipment our Swedish com- 
petitor obtains more modern facilities and improved efficiency. In our country 
the tax laws and depreciation schedules actually improve Europe’s competitive 
position each year. 

The other day our association entertained a group of small businessmen from 
Mexico City. One of them told us that they were able to buy modern machinery 
from Germany at about 70 percent of the cost of similar machinery in the United 
States, and that they were allowed 3 years in which to pay the cost. It was also 
stated that this machinery was produced with dollars provided by the United 
States. Our Mexican friends were able to buy this machinery by reason of 
realistic depreciation schedules. In that country the depreciation rate on 
machinery is 10 percent on the basis of cost, and acceleration will be granted on 
justifiable grounds, 

Even though much of our machinery and equipment becomes obsolete in the first 
5 years, our laws continue to focus on durability rather than efficiency as a 
basis for recovery of equipment costs. In our opinion, we need to encourage 
more efficient production and strengthen our competitive position at home in 
order to meet foreign competition. We respectfully submit that Congress should 
consider the inroads already made by foreign competition in reaching a more 
realistic solution to the depreciation problem.’ 

More rapid depreciation would enable small businessmen to invest in additional 
plant and equipment. As a result of heavy taxation and competitive pressures 
many small firms are short of working capital and cannot buy additional 
machinery and equipment because they cannot accumulate reserves out of profits, 
Small manufacturers are able to purchase some light tools and equipment that 
may be charged off as expense, but they are unable to finance long-term deprecia- 





*Mill and Factory magazine, trade journal for industry, said this week: “The American 
standard of living is being threatened by imported products. U.S. industry is being run 
out of the world markets and is being run ragged in our own domestic market.” 
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tion on major equipment. Depreciation based on useful life has a different effect 
on Many taxpayers. One may use a machine 10 hours a week, another 80 hourg 
a week, so usefulness is a relative question. 

American businessmen can buy a $6,000 foreign-made machine that may be 
as valuab.e as a $10,000 machine made in this country. Our businessmen would 
rather have the domestic equipment, but since they cannot recover their costs 
fast enough they buy the cheaper foreign-made product. 

Today thgre are 235,000 fewer machine tools in our factories than 5 years ago, 
But productive capacity has increased 40 percent in that time. This is evidence 
that multistativ.. machinery has greatly reduced the number of less efficient 
machine tools. It is evident that this more complex machinery and equipment 
today, while providing increased production, costs many more dollars than 
presently can be recovered under current depreciation rates. These unrealistic 
depreciation rates greatly handicap small business. Capital which should be 
going into new equipment to meet the squeeze of high costs and low profits is 
unavuilable. So business, to modernize, must rely on high-taxed income or 
attempt to borrow or obtain equity capital. Faster depreciation writeoffs would 
help stimulate the economy and generate more jobs. 

We believe you will agree that when a company buys a new piece of equipment 
the major aims are productive efficiency and reduced operating costs. Modern 
technulogy has produced equipment that will greatly improve operating efficiency; 
however, no matter how efficient that piece of equipment is, no matter how fast 
it pays for itself, a company is still unable to write off this piece of equipment on 
a realistic basis, and this nullifies the gains which normally would result from 
the use of the more productive equipment. The current rates of depreciation, 
which do not permit the company to meet the inflated cost of new equipment, 
mean that the money required to replace equipment has to come from profits 
after taxes. : 

It is now required that depreciation must be computed on the basis of 
original cust regardless of the date on which such property was purchased 
and without consideration for inflated prices and the diminishing purchasing 
power of the dollar. Inflation distorts values. Economic values should be meas- 
ured by a reliable measuring unit which should reflect the same relative value 
if we are to obtain realistic results. Unfortunately, in measuring some of our 
economic values we have disregarded fluctuations in the value of the dollar. 
For example, machinery and equipment purchased in 1946 was bought with 
1946 dollars. In 1959 it must be replaced with 1959 dollars, but it was charged 
off in 1946 dollars. Hence, the depreciation charge is understated. This under- 
statement of depreciation causes an overstatement of profits and results in 
overpayment of income taxes. The income tax then becomes more of a tax on 
capital than a tax on net income. 

All expenses of a business are incurred in current dollars; that is, all except 
the expense arising from the use and obsolescence of property, which can be 
offset only by a practical rate of depreciation. All income is received in current 
dollars. In preparing the annual income statement and the Federal income tax 
return, all income received is added, all expenses are added, and then deducted 
from total revenues to get net income; all are stated in 1959 dollars, all except 
the depreciation expense. It is calculated in different dollar values—1946, 1949, 
1952, 1955, for instance—but those different dollar values are treated the same 
as 1959 dollars. Different monetary values are being added together as if they 
were the same. The impact of the loss represented by the use and obsolescence 
of property, machinery, and equipment without adequate compensation is par- 
ticularly important to small business, When profits are overstated and taxes 
on income Overpaid because the cost of equipment consumed has been under- 
stated, a major source of capital for small business disappears, and this can 
well be the margin between success and failure. 

A possible solution for the businessman who has invested his capital in long- 
lived equipment lies in the adoption of a formula that will permit consideration 
for inflated prices and the current value of the dollar. This will permit de 
preciation on the same basis as all other costs are measured, and thus reflect 
the true economic results of business operations. This suggestion is not without 


precedent. Until a few years ago Internal Revenue required that inventory | 


accounting be based on the first-in, first-out method (FIFO). Business which 
had the bulk of its investment in inventory found that during periods of infla- 
tion, the FIFO method resulted in the cost of inventory being understated. 
This, of course, resultéd in overstated profits and consequent overpayment Of in- 
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come taxes. This caused an erosion of capital to the point that the business 
could not replace inventory sold with the dollars received because new inven- 
tory had to be bought with the then current, lower value dollar. 

The regulations have been amended to correct the difficulty and now permit 
inventory to be accounted for on the basis of last in first out (LIFO), thus 
placing the inventory business substantially on a current cost basis. The cost 
represented by the use and obsolescence of property—depreciation—should be 
measured on the same basis as all other costs. Since the current dollar is the 
measuring unit for all other costs it should also be used for measuring the cost 
of machinery and equipment consumed. 

An outstanding accountant, Mr. Leonard Spacek, recently stated in the Con- 
troller magazine: 

“Let us not delude ourselves. The cost principle of depreciation is a social- 
istic state principle, and it results in the dissipation of capital in a manner 
that can best be used to destroy the private capital system which maintains 
our system of living.” 

Overstatement of business profits is a very real problem. From the income 
statements major decisions are being made such as demands for wage increases. 
As wages are increased because of the high profits reported, prices generally must 
be increased. This process creates further disparity between the cost deprecia- 


tion deducted in the income statements, and the true economic depreciation. In 


this way the erroneous accounting practice contributes substantially to the 
spiraling of prices. More accurate reporting of business profits through realistic 


depreciation schedules might well be one of the greatest factors contributing 
to the control of inflation. 


On behalf of the National Small Business Men’s Association I want to thank 
you for the opportunity of appearing before your distinguished committee. 

Mr. Crucer. I am a partner in the Indiana Manufacturers Supply 
Co., Indianapolis, Ind. We are distributors of industrial equipment 
and factory supplies. I am vice president of the Machine Products 
Corp., of Dayton, Ohio, manufacturers of grinding wheel dressers, in 
addition to special tools. Both firms are classified as small business. 

Senator Bratz. At that point, you are under 500 in each instance? 

Mr. Crucer. That is correct; yes, sir. 

Senator Brie. Very well. 


Mr. Crucer. I am appearing today on behalf of the National Small 
Business Men’s Association. I am vice president of that association. 
We appreciate the opportunity to appear before this distinguished 
committee and to present our views on depreciation allowances. 

The recent tax revisions enacted by the Congress permitting more 
rapid depreciation on machinery and equipment indicate a con- 
tinuing concern by Congress regarding three fundamental business 
problems : 

1. Replacement costs of machinery and equipment continue to in- 
crease greatly above original costs; 

2. Pressure of competition increasingly requires modernization of 
equipment ; 

3. Lack of capital for purchase of such machinery and equipment. 

The Revenue Act of 1954 recognized these problems and permitted 
more rapid depreciation of machinery and equipment. 

Senator Brste. On your point No. 2, you have the pressure of com- 
petition from foreign sources as well as domestic sources ? 

Mr. Crucer. That is correct, sir; for both domestic business as well 
as international business, and if I may amplify on that 

Senator Bratz. Maybe you cover that later on in your statement? 

Mr. Cruger. Yes, sir; if I may, sir. 

Senator Brete. All right, sir. 
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Mr. Crucer. The Revenue Act of 1954 recognized these problems 
and permitted more rapid depreciation of machinery and equipment 
costs. Also, the recent amendment allowing an additional deduc- 
tion the first year of 20 percent on = of machinery and equip- 
ment up to $10,000 is certainly of benefit to small business. Your 
committee is to be commended for initiating this helpful legislation 
which is a step in the right direction; however, further relief is 
needed if American industry is to meet the required level of economic 
growth and maintain its competitive position in world markets. Ex- 
cept in periods of national emergency, when special legislation has 
permitted accelerated amortization by allowing the charging off of 
equipment costs over a 5-year period, businessmen must wait approx- 
imately 15 years to fully recover their machinery and equipment 
costs. 

At this point I would like to reemphasize the point made by Mr. 
Barlow this morning. 

Our competitors in Sweden are allowed to write off such production’ 
machinery in 5 years. In Italy and France, businessmen can take 
only 7 years to charge off such costs, and 8 years are allowed in Britain 
and Switzerland. West Germany specifies a 10-year period, but 60 

ercent may be charged off the first 2 years. It is evident that a 
Swedish manufacturer, for instance, can afford to spend the purchase 
price of his equipment two or three times as often as his American 
competitor. 

Senator Brnte. In addition to that, does he have a labor differential 
tohis advantage? Isuppose he does. 

Mr. Crucer. Yes, sir; unquestionably he does, and it may be as 
much as 50 percent advantage. I think it varies in the different coun- 
tries, Senator. 

With each new purchase of equipment our Swedish competitor 
obtains more modern facilities and improved efficiency. 

It seems to me our tax laws and depreciation schedules actually 
improve Europe’s competitive position each year. 

enator Bratz. I think that has been inherent in all of the testi- 
mony I heard, and I heard everyone except the first witness this 
morning, and I think that is a thread that runs through the testimony 
of all of the witnesses. I think your position is undoubtedly sound 
on that point. 

Mr. Crucer. Several days ago our association entertained a small 
group of businessmen from Mexico City. One of them told us that 
they were able to buy modern machinery from Germany at about 70 
percent of the cost of similar machinery in the United States, and 
that they were allowed 3 years in which to pay the cost. 

Senator Bretx. At that point, how long would you allow them to 
pay the cost if they bought it from the United States? 

Mr. Gosneti. They made the statement they were required to pay 
cash for equipment bought here. I do not know how reliable that is, 
as a general proposition. 

Senator Brerz. But, that would not be a governmental problem. 

Mr. Gosnetu. No, that would be a private business. 

Senator Brste. If you wanted to sell to somebody in Mexico and 
you wanted to give them 10 years, you could do that ? 
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Mr. GosnELL. They said the American firms wanted cash, whereas 
they could get 3 years credit from the German firms, 

Senator Bratz. How does that relate to our depreciation problem ¢ 

Mr. Crucer. It was just an aside. 

Senator Bisie. It may have some relationship. In other words, 
small business may be so strapped for capital that they may have to 
have it come back immediately rather than wait for some period of 
time. 

Mr. Crucer. It could be. 

Senator Brste. I do not, know whether that is the answer or not. 
I was curious about that statement of 3 years to pay. That is not re- 
lated to our depreciation problem. 

Mr. Gosnewi. That is right. 

Mr. Crucer. I might say, Senator Bible, 3 months ago I was in 
Mexico City and I visited the new Japanese—this is an aside, but you 
might be interested in it—— 

Senator Braie. Surely. 

Mr. Crvucer (continuing). The new Japanese machinery exposition, 
and checked up on some of their equipment and prices, and it is 
really alarming. Their quality is good and their prices are way down. 

Now, the Germans are making great inroads into Mexico. The 
British have been there traditionally; other countries, the Italians 
are coming in rather strong, and though this is not part of what I 
want. to say, it is just an aside that came along with this explanation, 
but they do have a 10-year depreciation structure, and under certain 
circumstances it can be much faster. 

The Mexican Government has a law—I cannot tell you the exact 
details of it, but it is of great benefit to small business. 

Senator Braie. It gives them a strictly competitive advantage? 

Mr. Crucer. Yes, sir; that is correct. 

If I may continue—— 

Senator Biste. Certainly, go right ahead. 

Mr. Crucer. Even though much of our machinery and equipment 
becomes obsolete in the first 5 years, our laws continue to focus on dur- 
ability rather than efficiency as a basis for recovery of equipment 
costs. 

I think that is rather important if the machine lasts 30 years; it is 
relatively unimportant if some new technical development makes it 
obsolete in 1 year, and that happens. 

Senator Bisie. In your business, if a machine becomes obsolete 
in 5 years, though it might still run for 25 years, do you replace it? 
Do you get new machinery in the sixth year? 

Mr. Crucer. If we can afford it. 

Senator Brat. If you can afford it, you do to become competitive ; 
isn’t that right ? 

Mr. Crucer. Yes, sir; from a competitive standpoint, you are en- 
tirely correct. 

If I may give another aside, one of the most successful businesses 
I know of is the Standard Pressed Steel Co. at Jenkintown, Pa., a con- 
cern of teriffic growth in 10 years, because of one principle they will 
buy any new production equipment that comes on the market. They 
will obsolete something they bought the day before to get the latest 
material, and they have been extremely successful and have a lot of 
money, and, of course, it is not a small business. 
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Senator Brstz. What company was that ? 

Mr. Crucer. Standard Pressed Steel Co., Jenkintown, Pa., a very 
successful company; and they now have branches in foreign countries, 

I think it might be interesting to cite a Mill and Factory magazine 
statement made this week : 

The American standard of living is being threatened by imported products, 
U.S. industry is being run out of the world markets and is being run ragged ip 
our own domestic market. 

Senator Brste. I do not know much about manufacturing. I hap- 

en to come from a nonindustrial State, by and large. But I do come 
rom a mining State, Nevada, and what you are saying about the 
fabricated article in that statement that you quote from Mill and 
Factory—you say it is true of the fabricated article, and I do not ques- 
tion it for one moment. I know it is true of the raw product. They 
have just simply put us out of business in the field of iron ore, in the 
field of tungsten. They are rapidly putting us out of business in the 
wool area, and they are putting us out of business in raw product 
areas, just as you complain they are putting you out of business or 
threatening to put you out of business in the fabricated area. 

Mr. Crucer. Yes, sir. 

Senator Biste. So, I think it is a broad problem. I think it isa 
good statement. 

Mr. Crucer. Thank you, sir. 

I would like to comment on the “useful life” definition. 

Whereas one manufacturer may use a machine 10 hours a week, the 
next manufacturer might use it 80 hours a week, or even more than 
that. In some cases I know of three shifts of 24 hours a day 7 days 
a week, and that has a great deal to do with the depreciation and 
writeoff of such equipment. 

Then, sometimes a foreign product is a lot cheaper than the Amer- 
ican machine tool product, and a small businessman, in conserving 
his funds, will buy the foreign competitive item, even though he 
would rather have a domestic product. It is a matter of dollars, and 
he is limited in dollars through a slow depreciation. 

I think another interesting thing, Senator Bible, is today there are 
235,000 fewer machine tools in our factories than 5 years ago, but 
the productive capacity of the present equipment has imereased 40 
percent in that time. 

This is evidence that multi-station machinery has greatly reduced 
the number of less efficient machine tools. It is evident that this 
more complex machinery and equipment today, while providing in- 
creased production, costs many more dollars than can be recovered 
under current depreciation rates. These unrealistic depreciation rates 
greatly handicap small business. Capital which should be going into 
new equipment to meet the squeeze of high costs and low profits is 
unavailable. So business, to modernize, must rely on high-taxed 
income or attempt to borrow or obtain equity capital. Faster depre- 
ciation writeoffs would help stimulate the economy and generate 
more jobs. 

We believe you will agree that when a company buys a new piece of 
equipment, the: major aims are productive efficiency and reduced 
operating costs. Modern technology has produced equipment that 
will greatly improve operating efficiency; however, no matter how 
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efficient that piece of equipment is, no matter how fast it pays for it- 
self, a company is still unable to write off this piece of equipment on 
a realistic basis, and this nullifies the gains which normally would 
result from the use of the more produc tive equipment. ‘The current 
rates of depreciation, which do not permit the company to meet the 
inflated, cost of new equipment, means that the money required to 
replace equipment has to come from profits, after taxes. 

Sconomic values should be measured by a reliable measuring unit 
which should reflect the same relative value if we are to obtain re alistic 
results. Unfortunately, in measuring some of our economic values, 
we have disregarded fluctuations in the value of the dollar. For ex- 
ample, mac hinery and equipment purchased in 1946 was bought with 

1946 dollars. In 1959 it must be replaced with 1959 dollars, but it 
vas charged off in 1946 dollars. Hence, the depreciation charge is 
understated. This understatement of depreciation causes an over- 
statement of profits and results in overpayment of income taxes. ‘The 
income tax then becomes more of a tax on capital than a tax on net 
income. 

In preparing the annual income statement and the Federal income 
tax return, all income received is added, all expenses are added and 
then deducted from total revenues to get net income; all are stated 
in 1959 dollars, all except the depreciation expense. It is calculated 
in different dollar values—1946, 1949, 1952, 1955, for instance—but 
those different dollar values are treated the same as 1959 dollars. 
Different monetary values are being added together as if they were 
the same. The impact of the loss represented by the use and ob- 


‘solescence of property, machinery, and equipment without adequate 


compensation is particularly important to small business. When 
profits are overstated and taxes on income overpaid, because the cost 
of equipment consumed has been understated, a major source of capital 
for small business disappears, and this can well be the margin between 
success and failure. 

A possible solution for the businessman who has invested his capital 
in long-lived equipment lies in the adoption of a formula that will 
per mit consideration for inflated prices and the current value of the 
dollar. This will permit depreciation on the same basis as al] other 
costs are measured, and thus reflect the true economic results of busi- 
ness operations. ‘This suggestion is not without precedent. This 
might be relative to what could be done in the field of depreciation, 
Senator Bible. 

Until a few years ago, Internal Revenue required that inventory 
accounting be based on the first-in-first-out method (FIFO)—in other 
words, the true cost in determining profit and inventory value. 

Business which had the bulk of its investment in inventory found 

that during periods of inflation, the FIFO method resulted in the cost 
of inventory being understated. This, of course, resulted in over- 
stated profits and consequent overpayment of income taxes. This 
caused an erosion of capital to the point that the business could not 
replace inventory sold with the dollars received because new inventory 
had to be bought with the then current, lower value dollar, because 
inventory became higher in price. 

The regulations have been amended to correct: the difficulty and 
now permit inventory to be accounted for on the basis of last-in-first- 
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out (LIFO), thus placing the inventory business substantially on a 
current-cost basis. By “inventory,” I am referring to wholesalers 
and retailers, as compared to manufacturers who use the depreciation 
method more than they have occasion to use LIFO. 

The cost represented by the use and obsolescence of property—de- 
preciation—should be measured on the same basis as all other costs. 
Since the current dollar is the measuring unit for all other costs, it 
should also be used for measuring the cost of machinery and equip- 
ment consumed. 

An outstanding accountant, Mr. Leonard Spacek, recently stated 
in the Controller magazine: 

Let us not delude ourselves. The cost principle of depreciation is a socialistic 
state principle, and it results in the dissipation of capital in a manner that can 
best be used to destroy the private capital system which maintains our system 
of living. 

Overstatement of business profits is a very real problem. From 
the income statements, major decisions are being made, such as de- 
mands for wage increases. As wages are increased because of the 
high profits reported, prices generally must be increased. This proc- 
ess creates further disparity between the cost depreciation deducted 
in the income statements, and the true economic depreciation. In 
this way the erroneous accounting practice contributes substantially 
to the spiraling of prices. More accurate reporting of business profits 
through realistic depreciation schedules might well be one of the 
greatest factors contributing to the control of inflation. 

Senator Brste. Thank you very much for your statement, Mr. 
Cruger. 

Simply to refresh my memory—and I know I should know the 
answer but I do not—exactly how many people, associations, corpora- 
tions, or partnerships—groups of any kind—do you have in your Na- 
tional Small Business Men’s Association ? 

Mr. Crucer. John, do you want to answer that? 

Senator Brstze. Approximately. 

Mr. Gosng.tu. Something over 20,000 firms, Senator, as of the pres- 
ent writing. 

But I should like to add that we are adding new ones at the rate of 
over a thousand a month, which indicates the interest of the small- 
business community in current issues. 

Senator Bratz. If I am a small businessman and I want to become 
a member of your association, what do I have to do—send in an 
application ? 

Mr. GosneLu. Simply make that fact known to us. 

Senator Bratz. Do I have to send in some dues along with my 
application? Is this a dues-paying organization ? 

r. Gosnetu. Yes. It is $20 a year, which is the normal amount. 
However, there are plenty of exceptions to that. We do not hold toa 
hard and fast rule on that. But we try to keep it low so that every 
body can participate. 

Senator Brste. I think you perform a very fine service, and I v 


asking only for my own information. As I say, I should know t)a” f* 
answers, but I do not think I do. 

How large an organization do you have, officerwise or employee- 
wise, approximately? What is your framework ? 
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Mr. GosneLu. Approximately 15 employees in Washington and 
some 40 fieldmen working all over the country. 

Senator Brste. You have 15 full-time employees in Washington? 

Mr. Gosnetu. In Washington. 

Senator Brstz. And 40 fieldmen. Are they 

Mr. Gosne.u. Field representatives. 

Senator Breix. Are they full time? 

Mr. Gosnetu. No; not all of them are full time. 

Senator Brste. How do you elect your officers? 

Mr. GosneE.L. It is done in the annual meetings. 

Senator Brsite. You have what, regular annual conventions, and 
each member in good standing: 

Mr. Gosnetw. That has been the system up to now. 

However, the large membership is going to pose a problem in that 
respect, because we have so many members that we will not be able to 
hold one annual meeting, so we are now thinking about going to a 
delegate system or regional meetings in order to provide the oppor- 
tunity for grassroots development policy. 

This organization is run from the grassroots up and not from the 
top down. 

Senator Brsiz. I wish a-lot more organizations were run the same 
way. I think you ought to be commended if you actually bring that 
about. 

How long have you been in existence as an association ? 

Mr. GosnEti. Since 1937. It was founded in Akron, Ohio, in 1937, 
and incorporated under the laws of Ohio in 1938. 

After a few years in Akron, it was moved to Evanston, Il., and 
was just moved to Washington in June 1956. 

Senator Brat». Where are your headquarters? 

Mr. Gosnetu. 801 19th Street NW. 

Senator Bratz. Have you had a steady growth in your membership ? 
Is this 20,000 

Mr. Gosnetu. Yes. That is 

Senator Bree (continuing). An alltime high? 

Mr. GosnELL. Yes. When it was moved here we had only about 
8,000, so we have grown that 12,000 in the past 3 years, and it 1s grow- 
7 ted now. 

enator Breie. I would certainly think you have a great challenge 
ahead of you. 

I grew up in a small business atmosphere, and I become more pessi- 
mistic about the future of the small businessman every day. I think 
you have many real problems. 

This is one problem in which I would hope Congress could be of 
some real assistance. I think your greatest emphasis in this particular 
problem that you present here—it is broader really than a deprecia- 
tion problem—is the ever-growing competition from foreign sources, 
vr. Gosnetn. Yes; it is. 
=e ator Bratz. Believe me, whatever they use to outcompete the 
“rican merchant or the American fabricator or American manu- 

urer, whether it is cheaper labor, cheaper raw material, cheaper 
es, or cheaper depreciation or more effective depreciation, whatever 
it is, the sum total of them, it seems to me, sounds a real alarm for the 
businessmen of America. 
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I think that is true not only of small businessmen but of business- 
men generally. 

Mr. Gosnexu. It certainly is true. 

Senator Brsze. I think it is one of the great dangers we have. 

Mr. Gosne.u. I certainly agree with that. 

Senator Brste. I think you made a very effective presentation, Mr. 
Cruger. 

Mr. Crucer. Thank you. 

Senator Bratz. Did you care to supplement anything that was said! 

Mr. Gosnetu. No. 

Mr. Crucer. Senator Bible, you might be interested in this ballot 
we sent out to our membership. It may be something supporting 
your thinking. The ballot contains the “for” and “against” of the 
depreciation question. 

The return on that is 85 percent for, 12 percent against, and 3 per- 
cent, no opinion. 

Senator Brste. That was from how many of your 20,000 members? 

Mr. Gosne.u. It was mailed to all, but the returns came 

Senator Brste. How many responded? Do you have the figures, 
the percentage of response to this ballot.? 

Mr. Lirsenson. This is just a preliminary survey. I would say 
somewhere around 4,000. 

Senator Brsie. Well, that could well be representative. I just 
wanted to be sure you had not sent out five ballots and had an 85 
percent return. That could well be done. But you had 4,000 
responses ? 

{r. Lrezenson. That is right. 

Senator Brste. And they run about 85 percent ? 

Mr. Messick. It would be helpful to have that information placed 
in the record. 

Senator Bratz. That will be done. 

(Excerpts from the document referred to follow :) 





[From ISSUES, Washington, D.C.] 
ARE YOU FOR OR AGAINST— 
1. FASTER TAX WRITEOFF FOR EQUIPMENT AND MACHINERY? 


To keep) pace: with increasing cests, should.meore realistic depreciation sched- 


ules be established ? 
HERE IS THE BACKGROUND 


1. Faster tax writeoff for equipment and machinery—background 


In today’s era of high costs and diminishing profits, efficiency, and moderniza- 
tion are vital to business in meeting increased competition. This calls for con 
tinued replacement of both equipment and machinery, and takes capital. One 
major capital source is depreciation. But present rates, as allowed by Gov- 
ernment for computing taxes, don’t provide necessary funds to meet inflated 
costs of equipment and machinery, according to many critics. Present rates 
are based on “useful” life concept with emphasis on estimated salvage values, 
rather than on present dollar values. So, business capital is tied up for longer 
periods, regained slowly for reinvestment and does not keep pace with inflated 
replacement costs. Most industrial nations already have more liberal deprecia- 
tion schedules. 

ARGUMENTS FOR AND AGAINST 


1. For— 

Government’s unrealistic depreciation rates are strangling small business 
efficiency. Needed capital, which should be going into new equipment and ma- 
chinery toymeet.the squeeze of high costs and low profit through efficiency, is 
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tied up too long by a revenue-minded Government. So business—to modernize— 
must rely on high-taxed income or borrow at excessive rates. Faster tax write 
off would keep economy growing, generate more jobs. 

1. Against— 

Just one more example of demands by a special group for privileged tax 
status—that’s all this depreciation talk means. If this scheme were effected, 
Government would lose millions of dollars in tax revenue. And we can’t afford 
this now when defense needs are so great and Government is forced to slight 


jmportant social programs such as aid to education or expanded social security. 
Let’s balance budget before any tax breaks. 


Mr. GosneLL. Senator, the chairman of our board, Mr. L. M. Evans, 
president of the Telectron Co., of Fort Lauderdale, Fla., was with us 
until a few minutes ago, and he had a few remarks to make in sup- 
port of Mr. Cruger’s statement, and I would like to have permission 
to have those inserted in the record. 

Senator Bree. It was called to my attention that he was going to 
be here, and, because the hearing ran a little longer than we had an- 
ticipated, he had to leave. 

The full statement of Mr. L. M. Evans, president of Telectron Co., 
of Fort Lauderdale, Fla., will be incorporated in the record, at this 
point. 

(The prepared statement of Mr. Evans follows :) 


STATEMENT OF L. M. Evans, PRESIDENT, TELECTRON Co., ForrT LAUDERDALE, FLA. 


My name is L. M. Evans. I am president of the Telectron Co., of Fort Lauder- 
dale, Fla., and I am chairman of the board of the National Small Business Men’s 
Association, of Washington, D.C. My company is in the electronics manufactur- 
ing field and is classified as a small business. 

I first would like to endorse the statement made by Mr. Cruger. The problems 
presented by him are of major importance to every small businessman in this coun- 
try. I know this committee, in trying to seek a solution to this problem, will 
want to be fair to all businessmen. With your permission I would like to empha- 
size one or two points. 

In the electronics field we find many new growing companies. We do not have 
machinery that is 20 or 25 years old. One major problem is that soon after a 
machine is placed in our plant, some new development in this dynamic field may 
make this machine obsolete. This commitee should consider the problem of rapid 
obsolescence as well. 

In today’s economy, the loss of value in a productive facility is attributable in 
major part, not to wear and tear, but to obsolescence of equipment or of the 
product which it is designed to produce. The impact of technological obsolescence 
can make the unit worthless virtually overnight. With depreciation allowanees 
based upon historical or physical life, it is an unusual situation indeed if, in the 
light of today’s rapidly advancing technology a machine value is being recovered 
during its actual economic life. The significance of this, as Mr. Cruger pointed 
out, is that regardless of the depreciation method being employed, the result is 
to overstate taxable profits with consequent prepayment of related taxes if allow- 
ances are based upon lives which extend beyond the economic life of the equip- 
ment. To the extent taxes are prepaid such funds are not available for the needs 
of the business, including investment in productive facilities. 

The reinvestment deduction approach as contained in the Keogh bill (H.R. 131) 
oe to be to be a sound solution which I would like to commend to this commit- 
ee, 


It has been a privilege to present our views to your distinguished committee. 


Senator Bratz. Do we have anything further to come before the 
committee, Mr. Messick, any further questions ? 

If not, we will stand in recess. 

Gentlemen, I appreciate your attendance. Repeating what I said 
earlier, I hope we not only have been well-briefed on the problem. but 
that we are able to come up with some type of solution. 
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Mr. Crucer. Thank you very much, Senator. 

Mr. Gosnett. Thank you very much, Senator. 

Senator Brsze. I would like to introduce a letter from the American 
Newspaper Publishers Association, addressed to the Honorable John 
Sparkman, the chairman of the full committee, and ask that it be incor- 
porated in full at this point in the record. 

(The document referred to follows:) 


AMERICAN NEWSPAPER PUBLISHERS ASSOCIATION, 
New York, N.Y., July 20, 1959. 
Hon. JOHN SPARKMAN, 
Chairman, Senate Small Business Committee, 
Washington, D.C. 


Dear SENATOR SPARKMAN: I am interested in the news that the Senate Smal] 
Business Committee of which you are chairman, will hold hearings July 24 to 
receive complaints about inadequate depreciation allowances on capital acquisi- 
tions. 

The American Newspaper Publishers Association is a trade association con- 
prising more than 800 daily newspapers with more than 90 percent of the total 
daily circulation. 

The ANPA has a very definite interest in anything that affects the newspaper 
publishing business. One is the present unrealistic depreciation schedule setup 
by the Internal Revenue Service under the present Internal Revenue Code. 

We have been communicating with Chairman Mills (Arkansas) of the House 
Ways and Means Committee which expects to consider the whole tax structure at 
hearings beginning in November 1959. 

I am delighted to know that your committee is giving attention to this very 
important factor in the development of small business. 

Treasury Department Ruling No. 4422 was issued in 1935. It deals with a tax 
depreciation policy which in our belief is no longer realistic. No recognition is 
given to the tremendous technological strides made in the development of new 
machinery and equipment, particularly since World War II, nor to the tremen- 
dous increase in the cost of replacement of old or obsolescent machinery and 
equipment. The revenue law of 1954, while recognizing this problem to some 
extent, provides insufficient relief to meet present-day problems. Depreciation 
under the 1954 revenue law is based on original cost. This is inadequate to pro- 
vide funds for replacement. at the substantially higher prices which must now be 
paid. In some cases the dollar cost is as much as 135 percent more than 15 years 
ago and to meet this added cost companies must take additional money from 
their earnings after taxes. 

It has been contended by many well-informed persons that the lack of liberal- 
ization of depreciation policies was an important contributory factor to the reces- 
sion of 1958 and to the slow recovery from that recession. These people believe 
that a modernized depreciation law providing sound incentives for new invest- 
ments in capital goods would bring increased momentum in business recovery and 
aid greatly in reemployment of many thousands of workers. 

The number of daily newspapers in the United States declined in the last 20 
years from 1,936 in 1938 to 1,752 at the end of 1958. Many of these 184 daily 
newspapers which no longer exist died because they could not keep up with the 
need for modernization of plant and equipment to meet modern competition, 

The daily newspaper must plan constantly for modernization of its production 
equipment. This is made difficult and almost impossible in some cases under pres 
ent depreciation law and Treasury Department policy. Two factors constantly 
press the publisher—inflation and obsolescence. 

The factor of inflation is present in all business and the same is true of obs 
lescence. However, it is only in comparatively recent years that rapid strides 
have been made in developing new types of newspaper production equipment. 
This emphasizes the depreciation problem because of the greater need for modern 
equipment to enable the daily, newspaper to serve its readers and advertisers, 
preserve good jobs for its employees, and at the same time operate at least at 
reasonable degree of profit. 

It is the hope of this association that you will give consideration to the problems 
confronting daily newspapers along with other small business—and it is a fact 
that a large majority of daily newspapers in this country have circulation far 
under 50,000 per day. 
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I would like to have this letter made a part of the record of your hearings. 
Any consideration you can give to our problems will be appreciated. 

With high esteem. 

Sincerely yours, 
CRANSTON WILLIAMS, General Manager. 

Senator Bree. The record will be kept open for 2 weeks for the 
receipt of written statements, 

We will stand in adjournment. 

(Whereupon, at 3:25 p.m., the committee adjourned. ) 
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APPENDIXES 


APPENDIx I 


(July 29, 1959, letter from Henry J. Griswold, chairman, Tax Committee, 
Smaller Business Association of New England, Boston, Mass., giving views on 
depreciation. ) 

SCOVELL, WELLINGTON & Co., 
Boston, Mass., July 29, 1959. 
Subject. Committee hearing on depreciation. 
Hon. JoHN SPABKMAN, 
Chairman, Small Business Committee, 
Senate Office Building, 
Washington, D.C. 


Deak SENATOR SPARKMAN: The Smaller Business Association of New England, 
Inc., of which I am chairman of the tax committee, requested me on July 17, 
1959, to write directly to the Senate Small Business Committee relative to the 
subject matter and set forth our association views relative to depreciation. 

In April of 1959, the Smaller Business Association of New England, Inc., by 
formal vote of its directors adopted the following resolution which sets forth 
the views of its members and the association objective relative to depreciation. 
“Accelerated depreciation on used machinery and equipment”’—‘“it is recom- 
mended that the Internal Revenue Code be amended to permit accelerated de- 
preciation methods to be applied to all used or secondhand property purchased 
and used in a trade or business of a character which is subject to the present al- 
lowance for depreciation. The objective of the association and its members is to 
remove the present discrimination against small business which is the principal 
purchaser of used machinery, equipment, and other tangible property and pro- 
vide a method through accelerated depreciation to permit retention of addi- 
tional capital through income tax deferment in order to provide capital funds 
and contribute to the economic welfare and success of our economy. 

Respectfully submitted. 

Henry J. GRISWOLD, 
Chairman, Tax Committee, 
Smaller Business Association of New England. 


APPENDIx II 


(August 4, 1959, letter from Charles W. Stewart, president, Machinery & Al- 
lied Products Institute, Washington, D.C., giving views on depreciation.) 


MACHINERY & ALLIED Propucts INSTITUTE, 
Washington, D.C., August 4, 1959. 
Hon. Joon J. SPARKMAN, 
Chairman, Select Committee on Small Business, 
U.S. Senate, 
Washington, D.C. 


Dear SENATOR SPARKMAN: The Machinery & Allied Products Institute, repre- 
senting the capital goods and allied product industries, has been following with 
much interest the work of the Senate Small Business Committee on tax prob- 
lems affecting all business, and particularly those business organizations in the 
small- to medium-sized categories. In addition to being deeply concerned about 
the tax principles involved, the institute is directly interested because of the 
large number of small- and medium-sized units among its members. 

We have noted the reference made to institute research studies on depre- 
ciation by Mr. Robert Leeson, president of Universal Winding Co., in his recent 
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testimony before the Subcommittee on Taxation and the Subcommittee on 
Government Procurement. 

It occurred to us that, in connection with the depreciation hearings, the com- 
mittee might wish to review the institute’s carefully researched and documented 
studies on depreciation policy, either for the purpose of including them in the 
record of the hearings or for background committee and staff study. May I 
suggest also that in the event future public hearings are called institute officers, 
including our Research Director George Terborgh, will be glad to be of assistance, 

Enclosures to this letter include : * 

1. “The Tax Depreciation Problem,” June 1958. 

2. “Effect of the New Initial Writeoff on Business Investment,” March 
1959. 

3. “Depreciation as an Element in Investment Decisions,” Capital Goods 
Review No. 36, November 1958. 

4. Discussion of statement of Fred C. Scribner, Jr., Under Secretary of the 
Treasury, on February 16, 1959, regarding Federal depreciation policy. 

5. MAPI recommendation on Bulletin IF’ revision, August 7, 1957. 

6. “Underdepreciation From Inflation,” Capital Goods Review No. 29, 
February 1957. 

7. “Realistic Depreciation Policy—A Summary,” December 1953. 

Inadequate depreciation policy of course takes on even greater significance 
when a high corporate income tax rate is in effect and when underdepreciation 
from inflation creates illusory profits, resulting in taxation of capital in a real 
sense. It is therefore pertinent to examine the conclusions of another research 
study of the institute published in March 1959, under the title “Effect of the 
Corporate Income Tax on Investment,” copy enclosed.* 

Respectfully, 
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CHARLES STEWART, President. 


APPENDIX IIT 


(August 4, 1959, letter from S. M. Kaplan, president, Systems, Inc., Orlando, 
Fla., setting out three comments on depreciation legislation. ) 


SysTEeMS, INC., 
Orlando, Fla., August 4, 1959. 
Hon. JoHN SPARKMAN, 
Chairman, Senate Select Committee on Small Business, 
Senate Office Building, Washington, D.C. 

Dear SENATOR SPARKMAN: It does not appear that we will have sufficient time 
to prepare a statement for the record. Perhaps a few offhand comments may 
be of some assistance to you. Mr. Moss, our secretary-treasurer and counsel, our 
auditors, and I have made a quick review of the material you furnished and 
would like to state the following: 

(1) We have no specific experience of not being able to write off capital equip 
ment fast enough in order to replace. In general, current regulations on depre 
ciation have been adequate. 

(2) Regarding S. 59, we would recommend changing the deduction to an 
exemption and also increasing the amount. We feel that the passage of this 
bill would be of great assistance to small companiés as a means of not impairing 
working capital in a period of stable growth. 

(3) In regard to S. 1010, which would permit depreciation of used capital 
equipment at the same rate as new equipment, we would greatly favor this 
type of legislation, as we and several other companies like us have on many 
occasions found used equipment suitable to our needs. 

If we can be of any further assistance to you in answering specific questions 
along these lines, please feel free to call on us. 

Very truly yours, 
8S. M. Kapian, President. 





1 Retained in committee files. 
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APPENDIx IV 


(August 6, 1959, letter from Benjamin O. Johnson, chairman, tax committee, 
the American Cotton Manufacturers Institute, Inc., Washington, D.C., giving 
views on depreciation. ) 


THE AMERICAN COTTON MANUFACTURERS INSTITUTE, INC., 
Washington, D.C., August 6, 1959. 
Hon. JoHN SPARKMAN, 
Chairman, Senate Select Committee on Small Business, 
Senate Office Building, 
Washington, D.C. 


Dear SENATOR SPARKMAN: The American Cotton Manufacturers Institute 
desires to go on record with your committee in support of a depreciation policy 
for a dynamic economy. We also desire to support the principles and recom- 
mendations contained in the statement presented to your committee by Mr. 
Robert Leeson of the American Textile Machinery Association. 

The American Cotton Manufacturers Institute is the central trade associa- 
tion for the cotton, manmade fiber and silk textile mill products manufacturing 
industries and serves as spokesman in matters of national affairs. The in- 
dustry, employer of approximately 1 million workers with a production output 
yalued in the primary markets at more than $13 billion a year, is therefore a 
major factor in the economy of our country. 

It is basically an industry of small intensely competitive plants despite its 
aggregate magnitude. The industry operates over 8,000 plants, no one company 
representing more than 4 percent of the total. 

The economic situation of the American textile industry today is more pre- 
carious than it has been at any time during the past 20 years. Its foreign and 
domestic markets have been seriously restricted by the lowering of tariff bar- 
riers, aS well as the fact that American-grown cotton has been made available 
to foreign textile manufacturers at prices 6 to 8 cents per pound cheaper than 
its price to American textile manufacturers. These developments have progres- 
sively impaired the working capital of the American textile industry. This 
trend has been accelerated by governmental failure to decrease taxes during 
the postwar period when governmental expenses might have been curtailed, and 
further accelerated by the fact that under the 1954 Internal Revenue Code 
American corporate taxpayers are compelled to pay up 50 percent of their in- 
come taxes in advance, on an estimated basis. Ten years ago, no responsible 
textile organization had any funded debt. Today many, even among the largest 
companies, are substantially encumbered. 

The state of opsuiescence of American textile machinery is much greater 
than is commonly supposed by those who have not carefully studied the 
situation. 

It is necessary to provide incentive to stimulate industry to step up pur- 
chases of new buildings and equipment, which in turn will create demands 
that will keep industry supplied with orders. If such incentives are provided, 
the restilt will be increased national productivity, which in turn, will bring about 
a further improvement in the Nation’s standard of living. 

Small businesses would be the first beneficiaries of these stimuli; however, 
business organizations of all sizes would be benefited by the increased cash flow, 
which would help them to solve one of the most serious economic problems cur- 
rently facing American business—the maintenance of adequate working capi- 
tal. It is no longer subject to dispute that the long-term goal of our Nation 
must be to maintain our technical and productive capacity in better shape than 
any potential enemy. The creation of such depreciation incentives are ab- 
solutely necessary for American business to keep its plants as modern and 
efficient as improvements in the Nation’s technology permit. 

For the past several years the tax committee of the American Cotton Manu- 
facturers Institute has been developing information on the problem of deprecia- 
tion and its resultant effect on the well-being of the textile industry. In this 
connection, we have tesified before committees of Congress, have had numerous 
conferences with officials of the Treasury Department and the Bureau of In- 
ternal Revenue and have accumulated a great deal of material, some of which 
. oe which we believe emphasizes the need for immediate action in this 
eld. 





82 TAX DEPRECIATION ALLOWANCES ON CAPITAL EQUIPMENT 


With fading possibilities of reduced taxes for the immediate future, accelera- 
tion of depreciation deductions has become a matter of the most vital nationa] 
importance. 

We sincerely trust that the committee will give the foregoing suggestiong 
their fullest consideration. 

Respectfully yours, 


BENJAMIN QO. JOHNSON, 


Chairman, ACMI Tax Committee, 
x 








